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              1             P R O C E E D I N G S

              2                                 (10 :05 a.m.)

              3             JUDGE BARNETT:  Good mo rning, all.

              4  Please be seated.

              5             JUDGE STRICKLER:  Feels  like the phrase

              6  "deja vu all over again" seems app ropriate.

              7             JUDGE BARNETT:  Today i s the date and

              8  time set for closing arguments in the matter of

              9  Determination of Royalty Rates and  Terms For Making

             10  and Distributing Phonorecords.  Th e license at issue

             11  is the license described in 17 U.S .C. Section 115,

             12  the license of musical works for t hese purposes.

             13  The cause number is 16-CRB-0003-PR .

             14             I'm not -- Well, fortun ately, you didn't

             15  miss anything you didn't already k now.

             16             We are here for closing  arguments in this

             17  matter.  And we have not heard how  the parties have

             18  decided to schedule their argument s, who -- who's on

             19  first, what the time limits are, e t cetera.  We're

             20  trusting that you have that resolv ed.

             21             But let's begin with ha ving those who

             22  intend to argue to identify yourse lves for the

             23  record, please.

             24             MR. ELKIN:  Michael Elk in, Amazon.

             25             MS. CENDALI:  Dale Cend ali, Kirkland, for
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              1  Apple.

              2             MR. STEINTHAL:  Ken Ste inthal for Google.

              3             MR. MARKS:  Benjamin Ma rks for Pandora.

              4             MR. MANCINI:  John Manc ini for Spotify,

              5  U.S.A.

              6             MR. SEMEL:  And Benjami n Semel for the

              7  Copyright Owners.  And I think -- they'll correct

              8  me; I think the division is that S ervices are going

              9  first, two hours for each side.  T hey'll be dividing

             10  their two hours between them.  And  we'll go

             11  afterwards.

             12             JUDGE BARNETT:  Thank y ou.

             13             MR. SEMEL:  And I belie ve you made clear

             14  at the hearing, no rebuttals.

             15             JUDGE BARNETT:  Thank y ou very much.  In

             16  that case, what we will do is we w ill go past noon.

             17  Obviously, we're not going to have  a morning recess

             18  or a break until the initial two-h our session is

             19  completed.  And then we'll have a noon break.  And

             20  then we'll have a -- we'll hear fr om the Copyright

             21  Owners.

             22             Are there others in the  room who need to

             23  appear, even though you're not goi ng to be arguing?

             24             MS. CENDALI:  Yeah, You r Honor, I'd just

             25  like to note, because she hasn't b een here before,
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              1  that joining us today is Heather G renier of Apple.

              2  She's the director of commercial l itigation.

              3             JUDGE BARNETT:  Thank y ou.  With the

              4  preliminaries out of the way -- we ll, it looks like

              5  Ms. Whittle is still troubleshooti ng the

              6  microphones.  Let's begin.

              7             And, Mr. Elkin, be awar e that that might

              8  or might not be working, so speak up.  If any of you

              9  who are speaking need to be closer  so you can hear,

             10  feel free to move around the room so that you can

             11  hear what it is you have to respon d to.

             12             (Discussion off the rec ord.)

             13             JUDGE BARNETT:  Mr. Elk in?

             14             MR. ELKIN:  Good mornin g.  It's a

             15  pleasure to be back before the Pan el.  As you all

             16  know, I represent Amazon, and to a void repetition

             17  and to streamline the presentation , four of the

             18  services, Amazon, Pandora, Spotify , and Google, have

             19  decided to collectively allocate o ur 96 minutes in a

             20  more cohesive way in topics, and I 'm going to take

             21  the Panel through a roadmap in a m oment so you'll

             22  know what's before you.

             23             Rest assured, we still maintain our

             24  separate rate proposals, but there  are sufficient

             25  commonalities, and the underlying issues affecting
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              1  them.

              2             So I will, on behalf of  Amazon, address

              3  how the interactive music industry  is working.  And

              4  I will point to evidence in the re cord that shows

              5  that revenue is maximized through a variety of

              6  business offerings, and that Servi ces are generating

              7  increasing revenues and that Copyr ight Owners are

              8  thriving.  The market is healthy.

              9             Mr. Marks, on behalf of  Pandora, will

             10  address the reasons the Board shou ld set an all-in

             11  headline rate for musical works ro yalties, and he'll

             12  also take the Panel through the be nchmark evidence

             13  offered by the parties.

             14             Mr. Mancini, on behalf of Spotify, will

             15  argue why a percentage-of-revenue structure is both

             16  appropriate and economically effic ient.  He'll

             17  further address the Copyright Owne rs' proposal and

             18  take the Panel through the 801(b) analysis, which we

             19  contend favors the Services' propo sals.

             20             Finally, Mr. Steinthal,  on behalf of

             21  Google, will address the Phono I, Phono II

             22  negotiations and settlement agreem ents and the

             23  recent Subpart A settlement to the  extent that

             24  Mr. Marks doesn't cover that, and he will highlight

             25  the importance of the TCC prong.
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              1             We have endeavored, Pan el, to try to keep

              2  as much of this as possible in -- in open session,

              3  but I have drawn the short straw.  Nearly the

              4  entirety of my presentation will b e -- contains

              5  restricted material.

              6             JUDGE BARNETT:  Would y ou like to begin

              7  that session, that closed session,  now?

              8             MR. ELKIN:  I would, Yo ur Honor.

              9             JUDGE BARNETT:  Okay.  For those of you

             10  who are in the hearing room, we wi ll have a portion

             11  of these closing arguments that ar e closed to the

             12  public, and if you do not have per mission under the

             13  extant protective order, have not signed a

             14  nondisclosure agreement, we will a sk that you wait

             15  outside.  And we will reopen the h earing room as

             16  soon as possible.

             17             (Whereupon, the trial p roceeded in

             18  confidential session.)

             19

             20

             21

             22

             23

             24

             25
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              1               O P E N   S E S S I O  N

              2             JUDGE BARNETT:  And cou ld someone who is

              3  near the door open it, please.

              4             MR. MARKS:  Would you l ike me to wait

              5  until they come in or should I go ahead as they

              6  filter in?

              7             JUDGE BARNETT:  I'm not  sure anyone is

              8  going to come in.  Oh, here they c ome.

              9             MR. MARKS:  All right.

             10             JUDGE STRICKLER:  How w ill you know when

             11  the last one came in?

             12             MR. MARKS:  I won't.  I  -- I think I'll

             13  go ahead now.  They're mostly in.  The others will

             14  be able to hear me.  I'll speak lo udly.

             15             JUDGE BARNETT:  Thank y ou.

             16             MR. MARKS:  I'll be add ressing, as

             17  Mr. Elkin indicated, two subjects in my remarks

             18  today.  First, I'll address why yo u should preserve

             19  the all-in structure of the existi ng rates and

             20  terms, that is, why you should set  the mechanical

             21  rates royalty at issue here by set ting an all-in

             22  headline rate and permitting a ded uction for

             23  payments made for performance righ ts to the same

             24  rightsholders for the same works.  And, second, I'll

             25  address the various benchmarks tha t the parties have
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              1  offered for your consideration.

              2             As you know, each of th e Services and

              3  including -- and Apple as well, ha ve proposed rates

              4  and terms for the Section 115 lice nse that, just

              5  like the existing rates and terms,  would set a

              6  headline rate and permit a deducti on for performance

              7  royalties.

              8             As a matter of governin g law and

              9  precedent, there's no question tha t you can set the

             10  mechanical rate with this structur e, and in light of

             11  the record evidence, there's no qu estion that you

             12  should.

             13             The Copyright Owners fi rst suggest that

             14  you don't have the statutory autho rity to set

             15  mechanical rates by establishing a n all-in headline

             16  rate and permitting the deduction for performance

             17  rights royalties.  But they don't cite any governing

             18  authority for this proposition.  T here is none.

             19             If you did not have the  statutory

             20  authority to set mechanical rights  with the

             21  structure proposed by each of the Services for the

             22  upcoming license period, you could  not have approved

             23  the settlements in Phonorecords I and II.  The

             24  Register reviewed the Phonorecords  I rate

             25  determination for legal error and found none.
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              1             The -- the Copyright Ow ners are

              2  judicially estopped from arguing o therwise.  The

              3  Doctrine of Judicial Estoppel appl ies no differently

              4  to this forum than it does to othe r judicial

              5  proceedings, and the elements are clearly met here.

              6             First, the Copyright Ow ners, in motion

              7  papers proposing adoption of the P honorecords II

              8  settlement, advise that nothing in  that settlement

              9  was contrary to the provisions of the applicable

             10  statutory license or otherwise con trary to law.

             11  This is plainly inconsistent with the position

             12  they're trying to assert here.

             13             Second, they benefitted  handsomely from

             14  the adoption of those settlements.   They avoided the

             15  need to continue to litigate wheth er and the extent

             16  to which interactive streaming eve n implicates

             17  mechanical rights as a matter of l aw.  And they've

             18  been paid many millions of dollars  in royalties.

             19             And, third, there's a s ignificant

             20  detriment to the Services that ari ses out of this

             21  attempt to reverse their legal pos ition.

             22             First, our trial positi ons were developed

             23  with the understanding that this r ate structure is

             24  within your statutory authority.  Second, as you've

             25  heard, second -- several of the Se rvices have
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              1  expressly designed product offerin gs to comport with

              2  the existing rate structure.  And,  third, a

              3  mechanical-only rate structure wou ld be prejudicial

              4  to the Services' business interest s for all the

              5  reasons discussed in our papers, s ome of which I'll

              6  address later in my remarks.

              7             Even if the Copyright O wners were not

              8  judicially estopped from contestin g your authority

              9  to adopt the rate structure we pro posed, their

             10  arguments would still fail.  The b est they can

             11  muster is a series of utterly unre markable

             12  propositions.

             13             The mechanical rate and  the performance

             14  right are separate rights.  You ar en't tasked with

             15  setting right -- rates for perform ance rights.  The

             16  Subpart B rates and terms include a mechanical-only

             17  per-subscriber floor, so mechanica l rates under that

             18  subpart could never be zero.  And the rate

             19  determinations that followed Phono records I and II

             20  were the result of settlements, ra ther than judicial

             21  decision-making.

             22             These observations are undisputed, but

             23  they are also completely irrelevan t to the scope of

             24  your statutory authority to adopt any of the

             25  Services' proposals.
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              1             The mechanical right wa s separate from

              2  the performance right in 2008 when  they asked you to

              3  approve the Phonorecords I settlem ent, and it was a

              4  separate right when they asked you  to approve the

              5  Phonorecords II settlement.  The r ates that emerged

              6  from those prior proceedings do no t set performance

              7  rights -- rates, and the rates pro posed by the

              8  Services here would not do so eith er.

              9             The fact that Section 1 15 does not charge

             10  you with setting performance royal ties thus has no

             11  bearing on your authority to set r ates with the

             12  structure proposed by the Services .

             13             And the existence of a mechanical-only

             14  floor in Subpart B is likewise irr elevant to the

             15  question of your statutory authori ty to adopt one of

             16  the Services' all-in rate proposal s.  They

             17  previously acknowledged your autho rity to set rates

             18  without a mechanical-only floor, a nd they asked you

             19  to do just that with respect to Su bpart C.  They

             20  nowhere explain why you had the au thority to adopt

             21  an all-in rate without a mechanica l-only floor for

             22  Subpart C in 2012 but you now lack  the authority to

             23  do it with respect to both B and C  here.

             24             And they nowhere explai n why the scope of

             25  your authority is different in the  context of
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              1  adopting a settlement than in sett ing rates after

              2  trial.  Either the rates set pursu ant to settlements

              3  were lawful or they were not.  And  they had to be

              4  lawful to obtain your approval and  the Register's

              5  approvals.  And the Services' prop osals are lawful

              6  just the same.

              7             JUDGE FEDER:  Mr. Marks , is this a novel

              8  question that we need to refer to the Register?

              9             MR. MARKS:  I don't bel ieve it is.  I

             10  think you have the authority.  The  Register has

             11  already examined this rate structu re and found it --

             12  for legal error and found that the re was none.

             13             JUDGE FEDER:  Was this question ever

             14  directly presented to the Register ?

             15             MR. MARKS:  I think tha t the question of

             16  whether or not this is a lawful --  whether or not

             17  you have the authority to adopt th is rate structure

             18  was squarely presented by Phonorec ords I and the

             19  review.  I don't believe that it w as framed as

             20  please pay attention to this parti cular facet and

             21  give us a direct answer on that.  But I don't think

             22  it requires -- I don't think it re quires referral as

             23  a novel question of law.

             24             I think, based on the f act that this has

             25  been the rate that has been twice approved and
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              1  reviewed for legal error, that pre cedents allow you

              2  to do it again here.

              3             JUDGE STRICKLER:  Do I understand your

              4  answer to Judge Feder's question, then, to be that

              5  it was directly presented in both -- in connection

              6  with both the 2008 and 2012 settle ments, but it

              7  wasn't presented in isolation from  the other issues

              8  that were part and parcel of those  settlements?

              9             MR. MARKS:  I think tha t's right.  It

             10  wasn't -- the question wasn't pres ented as a

             11  separate question to the Register as far as I'm

             12  aware, but I think it was squarely  implicated by the

             13  Register's review of -- of the rat es set after

             14  Phonorecords I, whether or not you  can have a

             15  mechanical royalty rate with this structure.  I

             16  think that was squarely presented by the need to

             17  approve rate -- rates with this pr ecise structure.

             18             So I'll now turn to why  you should set

             19  the mechanical rights royalty rate  at issue here by

             20  determining an all-in headline rat e for musical

             21  works and then permitting statutor y licensees to

             22  deduct their performance rights ro yalty payments.

             23             The evidence at trial e stablished the

             24  following:  Mechanical rights and performance rights

             25  are perfect complements for intera ctive streaming
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              1  services.  And as Mr. Herring expl ained, mechanical

              2  rights are literally worthless to an interactive

              3  streaming service without the acco mpanying

              4  performance rights.  And the more a Service is asked

              5  to pay for one, the less it would be willing to pay

              6  for the other.

              7             Eliminating the current  rate structure in

              8  favor of a mechanical-only rate wo uld diminish the

              9  predictability of musical work roy alty costs.  And

             10  as Mr. Herring and others testifie d, heightened

             11  uncertainty would impede investmen t and would reduce

             12  -- reduce growth of the market for  interactive

             13  streaming to the detriment of all.

             14             Relatedly, you can't as sess the Section

             15  801(b) objectives without also con sidering the

             16  payments made by interactive strea ming services to

             17  the same rightsholders for perform ance rights.  I

             18  don't see how you can judge whethe r or not

             19  publishers and songwriters are ear ning a fair return

             20  from interactive streaming in a va cuum without also

             21  considering the performance rights  royalties, and I

             22  don't see how you can measure the Services'

             23  opportunity to earn a fair income in a vacuum that

             24  ignores the vast sums they also to  have pay for

             25  performance rights.
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              1             JUDGE STRICKLER:  The - - the Copyright

              2  Owners make the point that althoug h, notwithstanding

              3  any argument about the perfect com plementarity of

              4  the performance right and the mech anical right, the

              5  publishers need the mechanical rig ht for a host of

              6  reasons that are separate and apar t from the

              7  performance right, particularly wi th regard to being

              8  able to make advances to artists.  So in that sense,

              9  their argument is that there's not  a -- a complete

             10  interchangeability between the two  rates, certainly

             11  from the licensor's point of view.   Can you address

             12  that?

             13             MR. MARKS:  Sure.  So w hat I would say to

             14  that is that how publishers recoup  the voluntary

             15  advances that they make is entirel y within the

             16  Copyright Owners' control.  Neithe r interactive

             17  streaming services, nor the Board,  has any say in

             18  what advances are made or how they  are recouped.

             19             It was introduced at tr ial, they could

             20  alter the contractual relationship s if they wanted,

             21  but they don't even need to do tha t because if

             22  publishers want to recoup faster w ithout altering

             23  any contracts, all they have to do  is charge less

             24  for performance rights, which woul d result in an

             25  increase in their mechanical royal ties.  So if they
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              1  want to recoup faster, all they ha ve to do is charge

              2  less to Services by the way the --  the rate would be

              3  structured would then pay more in mechanical

              4  royalties.  It's entirely within t heir control how

              5  quickly they recoup.

              6             JUDGE STRICKLER:  Look at this from a

              7  high level for a second.  Your ans wer to me, and

              8  I've seen this answer in the paper s --

              9             MR. MARKS:  Yes.

             10             JUDGE STRICKLER:  -- it  doesn't take me

             11  by surprise, is that let me tell y ou what they could

             12  do in their business.  But isn't t hat exactly what

             13  -- what you're chafing at, "you" m eaning the

             14  Services, that you say don't tell us how we -- how

             15  we can expand the market and what rates we're

             16  supposed to set because you're not  in this business;

             17  we're in this business?  Mr. Mirch andani testifies

             18  as to the best way to exploit the market.  Spotify

             19  talks about the best way to exploi t the market.  And

             20  you say we're doing it, and we're the ones in the

             21  business who know how to do it.  S o, basically --

             22  I'll be a little strident -- leave  us alone, because

             23  -- because we're the ones who have  the expertise.

             24             Now you're telling them  how they should

             25  -- how they should dole out advanc es and how they
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              1  should recoup them.  Are you makin g inconsistent

              2  arguments?

              3             MR. MARKS:  I'm not.  A nd I appreciate

              4  the question, but I think there's a critical --

              5  critical distinction.

              6             The difference here is we're just talking

              7  about how the Copyright Owners are  dividing the

              8  spoils amongst themselves.  When t hey are making

              9  suggestions about what we could do  to change our

             10  business, it's not how Pandora and  Spotify and

             11  Amazon and Google and Apple divide  the spoils

             12  amongst themselves or divide profi ts amongst

             13  themselves.  They're asking us to change our

             14  practices with respect to counterp arties we don't

             15  control, customers or record label s, where we don't

             16  have control and where we're subje ct to the

             17  constraints of the market and the demands of the

             18  others.

             19             And so it's a very diff erent circumstance

             20  where we say:  You're saying that we could do X, and

             21  we're telling you we can't do X be cause we know our

             22  business and we know that record l abels just won't

             23  agree to charge us less money or w e know that there

             24  are lots of consumers out there wh o simply just

             25  won't agree to pay $9.99 for a sub scription.
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              1             So I think it's very di fferent when

              2  you're talking about an internal d ivision of money

              3  among the Copyright Owners as oppo sed to trying to

              4  have people speculate on their sid e about what our

              5  businesspeople could do when our b usinesspeople have

              6  come into this court and testified  they can't and

              7  that the proposals are unrealistic .  So that's I

              8  think the critical distinction.

              9             So let me turn -- turn back very briefly

             10  to the -- the other points I wante d to make, is that

             11  Dr. Katz and Dr. Leonard testified  at length as to

             12  the economic rationale for preserv ing the deduction

             13  for performance rights payments.  And notably absent

             14  from the trial record is testimony  from the

             15  Copyright Owners' experts on an ec onomic rationale

             16  for mechanical-only payment.  Ther e is none.  You

             17  would not see mechanical-only deal s in the

             18  unregulated marketplace they want the rates to

             19  emulate and they know it.

             20             And you mentioned one o f the reasons that

             21  they argued against an all-in rate  structure

             22  relating to the advances point I j ust addressed.

             23  The other point I just wanted to a nticipate and

             24  respond to or respond to the argum ents they made in

             25  the papers, Dr. Rysman observed th at if performance
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              1  rights royalties are sufficiently high, then there's

              2  the potential that a mechanical ri ghts payment after

              3  a deduction might be zero.

              4             And my response to that  is, not to be

              5  flip, but so what?  How is that un fair?  If that

              6  scenario ever came to pass, the Co pyright Owners

              7  would still be receiving every pen ny that the Board

              8  has determined to be an appropriat e all-in rate to

              9  satisfy the Section 801(b) objecti ves, if not more.

             10  And, moreover, that same --

             11             JUDGE STRICKLER:  I'm s orry, I didn't

             12  mean to interrupt you.

             13             MR. MARKS:  No, go ahea d.

             14             JUDGE STRICKLER:  Are y ou distinguishing,

             15  then, in that answer or that point  the Copyright

             16  Owners from the publishers themsel ves?  When you say

             17  even the publishers would be recei ving every penny.

             18             MR. MARKS:  No, I'm say ing -- well,

             19  publishers and Copyright Owners to gether or

             20  independently, depending on what t he performance

             21  rights royalties are.  Again, that 's not a matter

             22  that's in our control or the Board 's control, but

             23  they would still be able to receiv e whatever amount

             24  -- the idea that there wouldn't be  a mechanical

             25  rights payment following the deduc tion -- deduction,
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              1  if that came to pass, it's only be cause performance

              2  rights are at a point and that -- and they're

              3  receiving the benefits of that.

              4             And the other point I w ould make, and

              5  then I'll move on, is that that sa me possibility has

              6  existed for the past five years wi th regard to

              7  Subpart C.  And there's no evidenc e in the record of

              8  any unfairness that has resulted f rom that

              9  arrangement or is likely to result  during the

             10  upcoming license period.

             11             I'm going to briefly ad dress the issue of

             12  fragmentation of the performing ri ghts market, which

             13  Pandora and others have argued is one of the reasons

             14  to eliminate the mechanical-only f loor from Subpart

             15  B.

             16             The Copyright Owners fi rst contend that

             17  there is no evidence of fragmentat ion.  That's not

             18  so.  Numerous witnesses testified to the emergence

             19  of GMR as a fourth performing righ ts organization.

             20  And Mr. Parness testified about th e looming concern

             21  that significant publishers will f ully withdraw from

             22  ASCAP and BMI following the Court' s rejection of

             23  their attempts to partially withdr aw, as well as

             24  recent attempts by ASCAP and BMI t o start offering

             25  only fractional works licensing, e ven though that
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              1  has never been their practice, as he explained.  And

              2  fractional licensing would defeat the

              3  pro-competitive benefits that give  the blanket

              4  license its antitrust lease on lif e.

              5             Mr. Kokakis acknowledge d, his unequivocal

              6  statements at a public Copyright O ffice roundtable,

              7  on the slide, that Universal was p lanning such a

              8  full withdrawal.  He attempted to recant those

              9  statements as no longer reflective  of Universal's

             10  current intentions, but he did not  deny recent

             11  conversations with musical service s on the potential

             12  for a full withdrawal, nor could h e.

             13             There's no question tha t the possibility

             14  of further fragmentation during th e upcoming license

             15  period exists, and that is why Dr.  Katz and others

             16  have explained that it's appropria te to

             17  counterbalance that potential for heightened

             18  publisher market power by eliminat ing the

             19  mechanical-only floor.

             20             They next contend there 's no evidence

             21  that fragmentation has led to incr eased performing

             22  rights royalties.  Again, Mr. Parn ess testified to

             23  precisely the opposite, and his te stimony was

             24  uncontroverted.  And, moreover, Dr . Katz and others

             25  explained why, as a matter of econ omics, one would
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              1  expect future fragmentation to res ult in higher

              2  performing rights royalties, not a s a matter of any

              3  increase in value but, rather, as a matter of market

              4  power and the Cournot complements problem.

              5             So there's no good reas on, we submit, to

              6  preserve a mechanical-only floor i n that situation.

              7             The remainder of my rem arks this morning

              8  will be devoted to the various ben chmarks offered by

              9  the parties.  I'll start by observ ing that the

             10  Copyright Owners are trying to dra stically limit the

             11  types of evidence you consider.  T hey want to

             12  exclude your consideration of the voluntary

             13  settlement that established the ex isting rates,

             14  direct licenses between streaming services and

             15  publishers, and the Subpart A sett lement.  But those

             16  efforts are utterly lacking in mer it.

             17             Their contention that t he only benchmark

             18  you may consider are agreements fr om a market

             19  without rate regulation is pure in vention.  And

             20  nothing in the statute prescribes any specific

             21  methodology by which you are to de termine rates

             22  beyond the directive to achieve th e four stated

             23  objectives.

             24             Courts have repeatedly recognized that

             25  Section 801(b) is not intended to produce a market
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              1  rate.  I've put the language from the RIAA case from

              2  the D.C. Circuit, 1999, on the sli de.  More

              3  recently, in the Music Choice appe al in 2014, the

              4  D.C. Circuit said that the -- the Act does not

              5  require the Judges to use market r ates to help

              6  determine reasonable rates.

              7             JUDGE STRICKLER:  So yo ur understanding

              8  of the law, then, is we're not req uired to use

              9  market rates as the final rates.  We could if we

             10  thought the evidence supported it;  we're just not

             11  required?

             12             MR. MARKS:  You are not  required to use

             13  them, but I agree with you that th ere's not a

             14  prohibition if you felt that marke t rates met the --

             15  met the Section 801(b) objectives and the market

             16  rates were from a sufficiently ana logous market and

             17  not subject to other deficiencies,  but if there were

             18  market rates from a sufficiently a nalogous market

             19  that you thought was a reliable be nchmark, there's

             20  nothing about -- there's no prohib ition on using

             21  market rates.  And you'll see we - - we've proposed

             22  market rates as well.

             23             JUDGE STRICKLER:  Thank  you.

             24             MR. MARKS:  So let me f irst turn to the

             25  2012 settlement, which, as Dr. Kat z testified, is an
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              1  excellent benchmark because it inv olves the same

              2  rights, the same uses of music, a number of the same

              3  parties, and it is relatively rece nt.

              4             And as the analysis of Dr. Katz and

              5  others of how the market has perfo rmed and evolved

              6  since 2012 shows, relatively littl e adjustment is

              7  needed for that agreement to satis fy the statutory

              8  objectives going forward.

              9             I'll just briefly reite rate that in the

             10  marketplace today, there are more songwriters than

             11  ever before, more musical works av ailable for

             12  licensing than ever before, more s ound recordings

             13  available for licensing than ever before.

             14             After the precipitous d ecline of piracy

             15  and the disaggregation of the albu m, music

             16  publishing industry revenues stabi lized and are now

             17  increasing.  And no interactive st reaming service

             18  has obtained -- been able to obtai n sustained

             19  profitability.

             20             Moreover, as Mr. Steint hal will address

             21  in more detail, the concerns the C opyright Owners

             22  put forth at trial as the bases fo r their proposal

             23  to radically restructure the rates  and massively

             24  increase them were all anticipated  in the

             25  negotiation of the existing rates and terms.
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              1             As -- accordingly, it s hould come as no

              2  surprise that the Copyright Owners  would like to

              3  prevent you from even considering that agreement,

              4  but there's no merit to the argume nts they make in

              5  support.  And as the D.C. Circuit has observed, the

              6  Act expressly allows you to consid er prevailing

              7  rates.  You're not bound by them, obviously, but --

              8  but there's no prohibition against  your considering

              9  them.

             10             So what are the argumen ts that they make?

             11  Well, first, they contend that the  requirement in

             12  the existing regulations that rate s be determined de

             13  novo precludes your consideration of the 2012

             14  settlement.  And as we explained i n our papers, it

             15  does not.  What those provisions m ean is that the

             16  existing rates are not precedentia l.  And any

             17  proposal to extend them must be ev aluated on its

             18  merits in light of the statutory o bjectives, no

             19  differently than any other proposa l.  And precisely

             20  that type of evaluation was the su bject of extensive

             21  expert testimony by Dr. Katz and o thers.

             22             Second, the Copyright O wners contend that

             23  you should not consider the 2012 s ettlement because

             24  that would discourage parties from  entering into

             25  settlements.  They cite no authori ty for this
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              1  proposition.  The Board and other rate-setting

              2  tribunals routinely evaluate prior  settlements.

              3  Rightsholders and music users both  know this, and

              4  when parties don't want their sett lement agreements

              5  to be used by a counterparty as ev idence in a future

              6  proceeding, they can say so.

              7             There is no such provis ion in the 2012

              8  settlement, notwithstanding Mr. Is raelite's

              9  admission that the NMPA's lawyers knew just how to

             10  draft one.  And as the 2012 settle ment is a fully

             11  integrated agreement, it cannot be  interpreted to

             12  include an unexpressed prohibition  on use as

             13  evidence here.

             14             Moreover, the same alle ged disincentive

             15  to enter into agreements because t hey could be used

             16  as benchmarks applies no different ly to voluntary

             17  licenses.  Parties do direct deals  knowing they

             18  could be used as benchmarks in a f uture proceeding.

             19  And that is just part of the calcu lus of risk that

             20  parties consider.

             21             Third, the Copyright Ow ners assert that

             22  the Services have not set forth a sufficient

             23  evidentiary basis for how the rate s were arrived at

             24  in the 2012 settlement.  I have tw o responses for

             25  that.
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              1             First, it's not true.  Mr. Steinthal will

              2  address the negotiations in more d etail, but I'll

              3  just briefly observe that there is  ample record

              4  evidence on how each of the key el ements were

              5  negotiated.  An all-in rate struct ure with a

              6  deduction for performance rights r oyalties, a

              7  headline rate of 10.5 percent of r evenue, a

              8  greater-of formulation with altern ative royalty

              9  measures based on per-subscriber m inima, or a

             10  percentage of label payments, mini ma that vary by

             11  service category to reflect that d ifferent business

             12  models require different economics  to succeed and

             13  the reason there was originally a mechanical-only

             14  floor in Subpart B but not one in Subpart C.

             15             JUDGE STRICKLER:  You s ay there's ample

             16  record evidence with regard to how  all those

             17  particular elements of the 2012 an d perhaps 2008

             18  settlement were -- were created.  Are you going to

             19  identify that record evidence?  Is  Mr. Steinthal

             20  going to talk about that?

             21             MR. MARKS:  Well, I wou ld say, first and

             22  foremost, that the evidence is spe lled out in all of

             23  our post- -- post-trial filings.  I think

             24  Mr. Steinthal was going to, in the  interest of time,

             25  address the negotiations in more d etail, but



Heritage Reporting Corporation
(202) 628-4888

                                                                  6084

              1  certainly the testimony of Mr. Par ness and

              2  Ms. Levine about how those agreeme nts came to pass

              3  and what the -- what the give-and- take across the

              4  bargaining table was and what the concerns were on

              5  each side as they understood them about how we got

              6  to that, and there's some testimon y from

              7  Mr. Israelite on that as well.

              8             JUDGE STRICKLER:  Okay.   Those are the

              9  three witnesses that I recall from  looking at the

             10  papers and --

             11             MR. MARKS:  Correct.

             12             JUDGE STRICKLER:  -- re call from the

             13  proceeding.  You're not referring to anyone else?

             14             MR. MARKS:  No.

             15             JUDGE STRICKLER:  Other  than those three?

             16             MR. MARKS:  I'm not.

             17             JUDGE STRICKLER:  Okay,  thank you.

             18             MR. MARKS:  My other re sponse is that, as

             19  Dr. Katz explained, and this was t he subject of some

             20  questions that you asked Dr. Katz at trial, Judge

             21  Strickler, the whole point of usin g a benchmark is

             22  that you don't have to build up a set of rates and

             23  terms from the ground up.

             24             It's not necessary to r ejustify every

             25  single facet of an agreement.  If -- if an agreement
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              1  is sufficiently analogous to be us ed as a benchmark,

              2  it's enough to take it as a whole,  evaluate that

              3  benchmark in relation to the licen se at issue, and

              4  make only those modifications that  are necessitated

              5  by differences in circumstance or changes in

              6  marketplace conditions to satisfy the Section 801(b)

              7  objectives.

              8             So while you are certai nly not bound by

              9  the existing rates and terms of th e settlement that

             10  led you to adopt them, there is no  prohibition

             11  against your evaluating that settl ement as a

             12  benchmark and making such adjustme nts as may be

             13  appropriate in light of the record  developed at

             14  trial.

             15             Another set of benchmar ks offered by the

             16  Services are their direct license agreements with

             17  music publishers.  These agreement s are excellent

             18  benchmarks.  They are recent.  The y involve many of

             19  the same parties.  And they cover exactly the same

             20  mechanical rights at issue here.

             21             JUDGE STRICKLER:  How d o you address the

             22  -- the shadow defense, if you will , that's raised by

             23  the Copyright Owners saying, well,  of course, these

             24  rates are set the way they are bec ause the default

             25  position is -- is to go back to th e statutory
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              1  license?  Are you really just -- i n essence, they're

              2  just repeating what the statute re quires.

              3             MR. MARKS:  I'd address  it in two places.

              4             JUDGE STRICKLER:  What the regulations

              5  require.  Excuse me.

              6             MR. MARKS:  Yeah.  I'll  address it in two

              7  ways.  First is that they -- they suggest you can't

              8  even consider them because they're  assertedly

              9  subject to the shadow of the statu tory license, but

             10  at the outset almost, there's not really a basis to

             11  exclude that from your considerati on.

             12             If there were a prohibi tion against

             13  considering direct licenses as ben chmarks, even if

             14  they were arguably subject to a re gulatory shadow,

             15  you couldn't have considered the P andora/Merlin

             16  benchmark in Web IV or the iHeart direct licenses,

             17  or the Judges couldn't have consid ered Sirius XM's

             18  licenses with independent record l abels in SDARS II.

             19             JUDGE STRICKLER:  That' s an admissibility

             20  argument, I guess, so now we're go ing to go to the

             21  issue of weight?

             22             MR. MARKS:  Exactly.  S o they're --

             23  right.  They make two different ar guments.  One is

             24  that you can't even consider it, a nd the second is

             25  that you shouldn't consider it.
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              1             So my first argument is , clearly, you can

              2  consider it as the Panel has consi dered direct

              3  licenses of a variety of manners.  There's ample

              4  precedent for considering a wide v ariety of

              5  voluntary licenses that are subjec t to a regulatory

              6  shadow under the 801(b) standard.  And you can and

              7  should do so here.

              8             And I'll just briefly a ddress what the

              9  conclusions are to be drawn from t he direct license

             10  evidence, and then I think we'll g o into closed

             11  session so that I can respond to t he weight issue.

             12             So the conclusions whic h I can say in

             13  open court that are compelled from  the examination

             14  of the direct license agreements a re that a rate

             15  structure with an all-in headline rate and a

             16  deduction for performance rights i s appropriate.  A

             17  percentage-of-revenue model subjec t to

             18  per-subscriber or percentage of la bel cost minima is

             19  appropriate.  Fees that vary acros s service

             20  categories are appropriate, and a one-size-fits-all

             21  approach is not.  And there's no n eed for a

             22  mechanical-only floor.  That's the  clear -- clear

             23  implications of the -- of the weig ht of the direct

             24  license evidence.

             25             And now if we can clear  the courtroom,
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              1  I'll answer the second part of you r question,

              2  Judge Strickler.

              3             JUDGE STRICKLER:  Are - -

              4             JUDGE BARNETT:  Are you  going to ask a

              5  question?

              6             JUDGE STRICKLER:  I was  just going to ask

              7  -- yeah.

              8             JUDGE BARNETT:  Okay.

              9             JUDGE STRICKLER:  Your last conclusion,

             10  there's no need for a mechanical-o nly floor, and

             11  this is in your -- your demonstrat ive or your slide,

             12  that comes from the direct license  agreements.

             13             MR. MARKS:  Yeah.

             14             JUDGE STRICKLER:  So yo u're saying that

             15  the evidence shows that there are no mechanical-only

             16  floors in the direct -- in any of the direct

             17  licenses?

             18             MR. MARKS:  I'm not say ing that, but I'd

             19  be happy to answer that question w ith specifics once

             20  we clear the courtroom.  I don't w ant to -- I'm

             21  concerned that if I answer the que stion the way I

             22  want to, I'll trip over restricted  information.

             23             JUDGE STRICKLER:  Okay,  well wait.  Thank

             24  you.

             25             JUDGE BARNETT:  We will  ask, then, those
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              1  of you who are not privy to confid ential or

              2  restricted information to please w ait outside.

              3             (Whereupon, the trial p roceeded in

              4  confidential session.)

              5
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              1               O P E N   S E S S I O  N

              2             MR. MARKS:  Mr. Steinth al will be

              3  addressing the Copyright Owners' r ecent agreement

              4  with the recording industry on Sub part A rates in

              5  more detail as part of his present ation.  But since

              6  it's a benchmark that many Service s have -- Service

              7  experts addressed, I'd like to tou ch briefly on a

              8  few aspects of that potential benc hmark as well.

              9             First, it provides comp elling evidence of

             10  how record labels and music publis hers value their

             11  relative contributions to the dist ribution of

             12  recorded music when they negotiate  directly.  The

             13  Copyright Owners' conclusory asser tions that their

             14  contributions have increased relat ive to record

             15  labels' cannot be squared with the ir recent

             16  agreement to adopt an even smaller  split of the

             17  proceeds from physical sales and d igital downloads

             18  during the upcoming license period  than they receive

             19  today.

             20             Second, their contentio n that the markets

             21  are not sufficiently analogous to warrant comparison

             22  rings hollow in light of their cor e claim that

             23  interactive streaming is a marketp lace substitute

             24  for sales of recorded music.

             25             And, third, the notion that the Subpart A
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              1  settlement should be disregarded b ecause so little

              2  was at stake for the Copyright Own ers is simply not

              3  credible as the evidence at trial shows that the

              4  recording industry still generates  billions of

              5  dollars a year in revenues from ph ysical sales and

              6  digital downloads.

              7             As numerous experts tes tified, the

              8  Subpart A settlement benchmark is powerful evidence

              9  that the existing rates for Subpar ts B and C are, if

             10  anything, too high.

             11             So I'm going to turn no w to the sound

             12  recording agreements and end there .

             13             Why are the Copyright O wners so desperate

             14  to preclude even any consideration  of the various

             15  benchmark agreements that actually  relate to

             16  mechanical rights?  Because any re asoned evaluation

             17  of them confirms that the Amazon, Google, Pandora,

             18  and Spotify proposals satisfy the 801(b) objectives,

             19  and the Copyright Owners' proposal  to radically

             20  restructure and significantly incr ease the existing

             21  rates does not.  They want to put the rabbit in the

             22  hat by making their preferred benc hmark the only

             23  benchmark you consider.

             24             It's not a reliable ben chmark as I'll --

             25  as the record at trial reflects.  The sound
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              1  recording license marketplace is i nfected by the

              2  market power of the complementary oligopoly that

              3  determines the rates for such lice nses.  And

              4  Dr. Eisenach made no effort to adj ust for that fatal

              5  flaw.

              6             Moreover, the sound rec ording license

              7  market is not sufficiently analogo us to this

              8  marketplace as the Board has recog nized in rejecting

              9  the use of musical works licenses to set sound

             10  recording royalties in other proce edings.

             11             As the D.C. Circuit obs erved in its 2014

             12  Music Choice decision, which affir med the rejection

             13  of musical works licenses as a ben chmark for sound

             14  recording rates, that market invol ves different

             15  licensors and different intellectu al property that

             16  requires a completely different se t of investments

             17  and creative contributions to prod uce.  And

             18  Dr. Eisenach's attempts to compens ate for these

             19  differences, the record reflects, were

             20  error-riddled, conceptually flawed , and unreliable.

             21  To be blunt, his analysis -- his b enchmark analysis

             22  was defective from the get-go and,  as detailed at

             23  length in our post-trial filings, got worse from

             24  there.

             25             In their post-trial pap ers, they offer a
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              1  series of arguments to try to resu scitate the

              2  benchmark, but none has merit.  I' ll just address

              3  them very briefly.  First, they co ntend that the

              4  Services have somehow failed to pr ove record label

              5  market power notwithstanding the c lear findings of

              6  the Panel in Web IV on this subjec t.

              7             This argument is not on ly wrong on the

              8  merits as there was extensive econ omic analysis on

              9  this very point by Dr. Katz and ot hers here, it also

             10  misapprehends the parties' respect ive burdens on

             11  this point.

             12             The sound recording lic ense marketplace

             13  is their benchmark, not ours.  It' s up to each party

             14  to demonstrate the reasonableness of its own rate

             15  proposal and the soundness of the evidence it offers

             16  in support.  It was their burden t o show, not our

             17  burden to negate, that either your  Web IV findings

             18  were erroneous or that the market,  in the brief

             19  interval since that decision and t he period covered

             20  by it, has changed in some materia l way.  They

             21  didn't carry that burden.  They no where claim that

             22  your detailed fact finding on this  point, following

             23  a vigorously contested trial in We b IV, was wrong.

             24             And their arguments abo ut collateral

             25  estoppel in their reply papers are  beside the point.
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              1  No one is saying that they were co llaterally

              2  estopped from proving that their b enchmark

              3  agreements are the product of an e ffectively

              4  competitive market.  What we're sa ying is that they

              5  utterly failed to do so.

              6             Dr. Eisenach's contenti on that the sound

              7  recording license market has magic ally transformed

              8  in the intervening two years was d emolished on

              9  cross-examination.  The sound reco rding agreements

             10  admitted into evidence in this pro ceeding that cover

             11  both the period examined in Web IV  and the data that

             12  Dr. Eisenach used here are literal ly the same

             13  agreements in many cases or, in an y event, are

             14  indistinguishable in terms of rate s.

             15             Dr. Katz and others con ducted their own

             16  examinations of those agreements a nd testified that

             17  the lack of effective competition in that market

             18  has, in fact, not changed at all.

             19             The copyright --

             20             JUDGE STRICKLER:  If I may with regard to

             21  the Copyright Owners' use of the s ound recording

             22  agreements and the rates therein t o create a rate

             23  that we should use and a ratio tha t Dr. Eisenach

             24  derived, as I recall, your colleag ue took

             25  Mr. Eisenach -- Dr. Eisenach --
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              1             MR. MARKS:  Yes.

              2             JUDGE STRICKLER:  -- ex cuse me --

              3  through -- in cross-examination th rough some various

              4  alleged corrections.  Do you recal l that

              5  cross-examination?

              6             MR. MARKS:  I do that r ecall, yes.

              7             JUDGE STRICKLER:  Is it  your position, is

              8  it Pandora's position, that -- tha t if we were to

              9  utilize Dr. Eisenach's analysis, i t should be

             10  utilized subject to the correction s that -- was it

             11  Mr. Isakoff?

             12             MR. MARKS:  Isakoff.

             13             JUDGE STRICKLER:  Isako ff, excuse me,

             14  Mr. Isakoff brought forth and alle ged to be, and you

             15  now allege to be, correct me if th is is in error, a

             16  corrected version?

             17             MR. MARKS:  I'll answer  that in two ways.

             18  We don't think that would be -- we  don't think it

             19  would be appropriate to use those.   We don't think

             20  they're sufficiently analogous.  W e don't think that

             21  it's a reliable benchmark.

             22             So we actually don't th ink -- it's not

             23  our position that that's what you should do, is take

             24  that benchmark and just make those  corrections.

             25  Because of all of the flaws and th e unreliability of
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              1  the analysis and because we have m uch better

              2  benchmarks in terms of the direct license

              3  agreements.

              4             In terms of the analysi s of the existing

              5  rates and terms, we have much bett er benchmarks by

              6  which to evaluate the statutory ob jectives.  So

              7  Pandora's position, and I think I speak for the

              8  other Services, is that you should n't use it at all.

              9             Clearly, if you were to  disagree and

             10  decided that you wanted to use it,  absolutely you

             11  would have to make -- you would ha ve to correct for

             12  the errors in his analysis, and Mr . Isakoff's

             13  corrections are examples of the ty pes of things that

             14  would -- types of adjustments that  would have needed

             15  to be made in order -- I don't thi nk they were

             16  intended to be a comprehensive lis t, but certainly

             17  each of those is set forth in the post-trial papers.

             18             JUDGE STRICKLER:  And o ne of those was an

             19  effective competition steering ana logous adjustment

             20  that he -- he walked Dr. Eisenach through on

             21  cross-examination?

             22             MR. MARKS:  Yes.  Yes, one of those, but

             23  certainly there are many others, a nd those -- those

             24  are all addressed in more detail i n our post-trial

             25  filings.
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              1             JUDGE STRICKLER:  Thank  you.

              2             MR. MARKS:  So the -- t he final point

              3  that I want to make this morning i s that, perhaps

              4  recognizing the infirmities of the  argument, they

              5  attempt to hedge -- hedge the argu ment that there's

              6  no market power by suggesting that  inflation of the

              7  sound recording license rates as a  result of record

              8  label market power is actually a g ood thing.  It's

              9  not a problem at all; it's a featu re to celebrate

             10  because, absent governmental regul ation, the

             11  mechanical rights license marketpl ace would not be

             12  effectively competitive either.

             13             This twisted analysis, I think, entirely

             14  misses the point of why marketplac e agreements can

             15  be useful benchmarks in rate proce edings.

             16  Marketplace agreements are only li kely to reflect

             17  fair income for licensors, fair re turns for

             18  licensees, the relative roles of t he parties,

             19  maximization of output, maximizati on of

             20  availability, when they arise in a n effectively

             21  competitive market.  When agreemen ts are infected by

             22  market power, there's no reason to  believe that the

             23  quote, unquote, marketplace outcom e will reflect any

             24  of the Section 801(b) objectives a s a matter of

             25  economics, let alone meet all of t hem.
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              1             They have truly present ed an upsidedown

              2  view of what the Section 801(b) st andard is and what

              3  it's supposed to do.  If the avail ability of the

              4  compulsory license under Section 1 5 -- Section 115

              5  is supposed to protect Copyright O wners from the

              6  market power of copyright users, a nd not to protect

              7  consumers from the market power of  music publishers,

              8  why have they been the ones arguin g to get rid of

              9  this protection for decades while licensees have

             10  been arguing to retain it?

             11             The law is clear:  Sect ion 801(b) is not

             12  intended to produce for the Copyri ght Owners

             13  whatever rates they might be able to extract in an

             14  unregulated market in which they c an exercise market

             15  power.  If that were the goal, the re would be no

             16  need for Section 801(b) or a compu lsory license at

             17  all.  With that, I'll turn it over  to Mr. Mancini.

             18             JUDGE BARNETT:  Thank y ou, Mr. Marks.

             19        CLOSING ARGUMENT BY COUNSEL FOR SPOTIFY

             20             MR. MANCINI:  Your Hono rs, I'm going to

             21  begin in a public session, but in a few minutes

             22  we'll return to restricted.

             23             You just heard from Mr.  Marks about the

             24  appropriateness of the benchmarks that the four

             25  Services relied upon to support th eir rate proposals



Heritage Reporting Corporation
(202) 628-4888

                                                                  6104

              1  advanced herein.  Next you will he ar, one, why the

              2  Services' rate proposals best alig n incentives and,

              3  conversely, the Copyright Owners' rate proposals do

              4  not.

              5             Two, why the Services' rate proposals are

              6  consistent with the 801(b) factors  and the Copyright

              7  Owners' are at odds with these fac tors.  And, three,

              8  why economic theory supports the a doption of the

              9  Services' rate proposal.

             10             Before we begin, howeve r, some context is

             11  in order.  The Services' rate prop osals not only

             12  best comport with the relevant ben chmarks, namely,

             13  the 801(b) factors and relevant ec onomic theory, but

             14  they also advance the bedrock prin ciples behind U.S.

             15  copyright law.  They do so because  the -- the

             16  Services' proposals promote the "p rogress of science

             17  and usefulness of the arts, as wel l as the broad

             18  public availability of music."  Pr inciples embodied

             19  in our U.S. Constitution and Supre me Court

             20  precedent.

             21             In addition, our propos als allow for

             22  interactive streaming services to continue to grow

             23  and potentially, in turn, grow the  entire music

             24  ecosystem.  The Services' proposal s seek to and do

             25  maximize returns for all participa nts in that
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              1  ecosystem, not just the biggest mu sic publishers.

              2  And they do so because a revenue-b ased royalty --

              3  royalty structure allows music pub lishers to share

              4  in the upside.  As the Services ma ke more money, the

              5  publishers and songwriters make mo re money.

              6             In addition, the Servic es' proposals

              7  accommodate for pricing discrimina tion that captures

              8  lower-willingness-to-pay users and  fosters active

              9  user engagement once users subscri be.  For example,

             10  ad-supported offerings are a very important part of

             11  that pie that is growing for every one, because

             12  they're the best alternative to pi racy.  As Mr. Will

             13  Page pointed out, it has always be en and it always

             14  will be voluntary to pay for music .

             15             Conversely, the Copyrig ht Owners'

             16  proposal here is the antithesis of  these objectives.

             17  Rather than advancing the bedrock principles of

             18  copyright law, they seek to distor t those principles

             19  to their self-interest and to the detriment of

             20  consumers by, among other things, pricing out

             21  lower-willingness-to-pay consumers  and disabling

             22  options like ad-supported services .

             23             Their own witnesses, in cluding

             24  Mr. Israelite, have acknowledged t hat similar

             25  copyright holders in the past have  wrongly sought to
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              1  hinder technological advances in t he distribution of

              2  content.  Here the Copyright Owner s are similarly on

              3  the wrong side of copyright law.

              4             As the Supreme Court ha s reminded us,

              5  "the limited scope of the Copyrigh t Owners'

              6  statutory monopoly reflects a bala nce of competing

              7  claims upon the public interest.  Creative work is

              8  to be encouraged and rewarded, but  private

              9  motivation must ultimately serve t he cause of

             10  promoting broad public availabilit y of literature

             11  and music and the other arts."  Co ngress intended

             12  that this rate proceeding reflect and strike that

             13  same balance.

             14             A revenue-based royalty  structure with

             15  appropriate back-stops properly al igns incentives

             16  and strikes that right balance.  F irst, both the

             17  Copyright Owners and the Services have an incentive

             18  to grow revenue, and all have a st ake in the health

             19  of the overall music ecosystem.

             20             The Services recognize readily that they

             21  would not have access to music nee ded for streaming

             22  in the first place if songwriters stop writing

             23  songs.  Likewise, the Copyright Ow ners and

             24  Mr. Israelite in part heralded the  Services as

             25  "important partners" to the publis hers that have
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              1  "played a positive role in streami ng and stemming

              2  piracy."

              3             A percentage-of-revenue  regime further

              4  incentivized Services to maximize engagement by

              5  giving users access to music disco very features that

              6  allow them to experiment with new and broader types

              7  and genres of music.

              8             This helps more users l isten to more

              9  music and explore what is known as  more long-tail

             10  music.  Those innovative discovery  tools, developed

             11  after the investments of hundreds of millions of

             12  dollars, have helped a lesser-know n long-tail artist

             13  break out to the benefit of all Co pyright Owners.

             14             When user engagement is  high, user churn

             15  is low, and the Services continue to encourage the

             16  type of unfettered music experimen tation that has

             17  led to these long tail artists bei ng discovered.  A

             18  percentage-of-revenue structure su pports the

             19  democratization of all types of mu sic for all

             20  creators in the industry, not just  a select few.

             21             Now, Your Honors, I'm g oing to proceed to

             22  a session of Spotify restricted in formation and then

             23  all restricted information.

             24             JUDGE BARNETT:  Once ag ain, ladies and

             25  gentlemen, we will be closing the hearing room.
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              1             (Whereupon, the trial p roceeded in

              2  confidential session.)

              3
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              1               O P E N   S E S S I O  N

              2                   AFTERNOON SESSION

              3                                    (1:15 p.m.)

              4             JUDGE BARNETT:  Good af ternoon.  Please

              5  be seated.  Oh, we have amplificat ion.

              6             Mr. Steinthal?

              7             MR. STEINTHAL:  Thank y ou.

              8             JUDGE BARNETT:  Will yo u be open or --

              9             MR. STEINTHAL:  Open th roughout.

             10             JUDGE BARNETT:  Terrifi c.  Thank you.

             11           CLOSING ARGUMENT ON BEHAL F OF GOOGLE

             12             MR. STEINTHAL:  Good af ternoon, Your

             13  Honors.

             14             This afternoon I am goi ng to cover three

             15  topics.  First, recognizing that y ou've already

             16  heard from other Services to some extent on the

             17  Phonorecords I and Phonorecords II  settlements, and

             18  the Subpart A settlement in this p roceeding, I will

             19  briefly discuss some other aspects  of those

             20  agreements and the negotiations le ading up to them,

             21  and how they provide important con text and support

             22  for the Services' proposals in thi s case, save

             23  Apple's.

             24             Second, I will explain Google's amended

             25  proposal and the ample record evid ence to support
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              1  it.  And, third, I will address th e Copyright

              2  Owners' critiques of the Services'  proposals.

              3             The Panel heard a lot o f testimony during

              4  the hearing from both sides about the industry-wide

              5  Phonorecords I and II agreements.  Those agreements

              6  provide important benchmarks, as M r. Marks

              7  discussed, so the Panel need not r einvent the wheel

              8  in setting rates in this case.

              9             I will focus briefly on  a slightly

             10  different issue, of the Copyright Owners' attempt to

             11  run from the bargains they struck in the past in

             12  Phonorecords I and II and the Subp art A settlement

             13  here.

             14             First, the Copyright Ow ners over and

             15  again have proclaimed that the str eaming world has

             16  changed dramatically since 2008 an d even since 2012.

             17  The Copyright Owners contend that the Phonorecords I

             18  and II agreements should be ignore d because they

             19  effectively didn't know what they were doing back in

             20  2008 and 2012.

             21             You will recall that Mr . Israelite and

             22  Mr. Brodsky testified initially th at they could not,

             23  nor could anyone foresee, one, tha t large tech

             24  companies would enter the market; two, that

             25  ad-supported models would exist; a nd, three, that
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              1  revenue attribution issues would a rise.

              2             But let's look at slide  2 and 3, because

              3  the hearing evidence shows directl y the contrary of

              4  those positions.  This is an excer pt of Mr.

              5  Israelite's testimony.  When I que stioned him

              6  regarding NMPA's expert's own test imony in the

              7  Phonorecords I case, you will see -- and I hope you

              8  will recall -- that he recognized that the experts

              9  that he had retained, that NMPA ha d retained, had

             10  recognized that subscription-based  services pursue a

             11  variety of revenue models, the pri ncipal objectives

             12  of companies such as Yahoo is to a ttract users to

             13  its site in order to sell on-line advertising, and

             14  concerns about aggressively pricin g their offerings

             15  in order to maximize subscriber nu mbers.

             16             And he acknowledged tha t these were

             17  concerns articulated by NMPA's own  experts prior to

             18  the Phonorecords I settlement.  An d slide 3 has more

             19  of the same testimony from Mr. Isr aelite,

             20  acknowledging that NMPA's experts knew all about

             21  that at the time.

             22             Mr. Israelite's testimo ny and that of the

             23  NMPA experts thus reflect that bac k in 2008 tech

             24  giants like AOL and Yahoo had alre ady entered the

             25  interactive streaming market and a d-supported
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              1  streaming models existed and, of c ourse, were even

              2  accounted for as a separate servic e category under

              3  the ultimate agreed-upon Phonoreco rds I rate

              4  structure.

              5             The evidence thus clear ly shows that NMPA

              6  foresaw the very revenue attributi on issues it

              7  complains of today back in 2008 wh en the Phonorecord

              8  I rate structure was developed.

              9             After the trial reflect ed that the

             10  Copyright Owners had foreseen thes e issues, the

             11  Copyright Owners reversed course i n their post-trial

             12  findings and now claim that what p eople foresaw or

             13  didn't foresee is "irrelevant."  O ver and again we

             14  see that in their post-trial posit ions.

             15             But that the parties an ticipated and

             16  dealt with these issues both in Ph onorecords I and

             17  Phonorecords II, as I will get to in a moment, is

             18  relevant, as is the fact that the Copyright Owners'

             19  positions and testimony to the con trary lacks

             20  credibility.

             21             Then after watching the  industry operate

             22  under the Phonorecords I structure  for years, the

             23  Copyright Owners willingly rolled over similar rates

             24  and terms in the Phonorecords II s ettlement.  It is

             25  undisputed that the negotiations l eading to
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              1  Phonorecords II and the settlement  focused on

              2  refining the Phonorecords I agreem ent and on adding

              3  new service categories to accommod ate emerging

              4  offerings that were addressed in t he Phonorecords II

              5  settlement.

              6             The testimony at the he aring, including

              7  from Mr. Israelite, Mr. Parness, a nd Ms. Levine

              8  demonstrated that the Phonorecords  II negotiations

              9  took over a year.  Importantly, am ong other things,

             10  the parties negotiated changes to address the

             11  Copyright Owners' concerns about c apturing different

             12  types of payments to record labels  in calculating

             13  TCC, the total label payment provi sion.

             14             Indeed, the Copyright O wners' current

             15  claims of how TCC does not protect  them because of

             16  the failure to address compensatio n in the form of

             17  equity, advances, and the like is flatly belied by

             18  the very specific TCCI, TCC integr ity definitional

             19  changes they sought and achieved i n the Phonorecords

             20  II settlement.

             21             Let's take a look at sl ide 4, defining

             22  TCC to include the new provision c alled "applicable

             23  consideration."  This is a new pro vision added in

             24  the 2012 settlement agreement.  An d it makes clear

             25  that applicable consideration mean s "anything of
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              1  value given for the identified rig hts to undertake

              2  the licensed activity, including, without

              3  limitation, ownership equity, mone tary advances,

              4  barter or any other monetary and/o r non-monetary

              5  consideration," et cetera.

              6             Confronted with this at  the hearing, the

              7  Copyright Owners switched tactics again to argue

              8  that the non-precedential language  in the

              9  Phonorecords I settlement applies in perpetuity and

             10  barred use of even the Phonorecord s II settlement as

             11  a benchmark.

             12             But this position canno t be reconciled

             13  with the plain language of the par ties' agreements,

             14  as Mr. Marks explained earlier, be cause the

             15  Copyright Owners' argument that th e Phonorecords II

             16  settlement was intended to be non- precedential fails

             17  as a matter of law, since the expr ess terms of the

             18  Phonorecords II settlement with it s integration

             19  clause comprise the entire agreeme nt of the parties

             20  and supersede all prior agreements .

             21             JUDGE STRICKLER:  Couns el, in the slide

             22  with the definition of "applicable  consideration,"

             23  this is part and parcel of the 201 2 settlement?

             24             MR. STEINTHAL:  Yes, it  is.  It was

             25  added.
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              1             JUDGE STRICKLER:  With the existing

              2  regulations?

              3             MR. STEINTHAL:  It is.

              4             JUDGE FEDER:  The cites  are right there.

              5             JUDGE STRICKLER:  Thank  you.  Do you know

              6  whether the record reflects that a ny Services have,

              7  in fact, made any payments pursuan t to a

              8  revenue-based or in any other way that includes

              9  ownership, value ownership equity?

             10             MR. STEINTHAL:  I don't , as I stand here

             11  today know, but certainly there ar e some Services

             12  that have paid under the TCC prong  under the

             13  Phonorecords II settlement.  And S ervices would

             14  also, insofar as doing a top-line calculation of

             15  greater of 10 and a half percent o r the lesser of

             16  the TCC and the per-subscriber num ber, would have to

             17  do some calculations.  And there i s no record

             18  evidence --

             19             JUDGE STRICKLER:  One w ay or another?

             20             MR. STEINTHAL:  Yeah.  I mean, there is

             21  no evidence, and I will come to th at later in the

             22  context of some of the testimony t hat was given by

             23  Mr. Kokakis and Mr. Brodsky, there  is no evidence in

             24  the record at all, even when the l abels have an

             25  audit right, because let's remembe r most of the
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              1  major publishers are licensing dir ectly to Services

              2  like Google and others for the rig hts covered by

              3  Section 115.

              4             And in those agreements , it is quite

              5  common for the publishers to deman d an audit right.

              6  And there was no evidence, even wi th the benefit of

              7  that audit right, that any publish er challenged the

              8  calculations that were being made under this

              9  regulation for purposes of the Ser vices' performance

             10  under those direct licenses.

             11             JUDGE STRICKLER:  You a re saying the

             12  direct licenses between publishers  and streaming

             13  services that are in the record, s ome of them

             14  include audit rights, and there is  no evidence that

             15  those audit rights were ever trigg ered by the

             16  publishers?

             17             MR. STEINTHAL:  Correct .

             18             JUDGE STRICKLER:  And m y same question

             19  with regard to monetary advances.  Are you aware of

             20  anything in the record in this pro ceeding in which

             21  monetary advances were specificall y incorporated

             22  into a revenue base or any other r oyalty

             23  calculation?

             24             MR. STEINTHAL:  Again, the obligation

             25  existed under this definition.  An d there is no
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              1  evidence that the Services did not  perform under

              2  their direct license agreements wi th others or under

              3  the statutory provisions to make t he calculations

              4  necessary to determine what prong they pay under.

              5             JUDGE STRICKLER:  My qu estion wasn't in

              6  any sense argumentative.  I am jus t trying to figure

              7  out what is in the record that may be we potentially

              8  overlooked, because I didn't see a ny record evidence

              9  of that as well.

             10             Same question with rega rd to barter.  Are

             11  you aware of any evidence in the r ecord that the

             12  value of something that was barter ed was put into a

             13  revenue base or any other royalty measurement for

             14  royalties paid by Services?

             15             MR. STEINTHAL:  Not one  way or the other.

             16             JUDGE STRICKLER:  How a bout any other

             17  non-monetary considerations?

             18             MR. STEINTHAL:  Again, I think that the

             19  evidence is that the publishers so ught this

             20  provision, so they would get the b enefit of the --

             21  of obligating the Services to incl ude all these

             22  parts of consideration in the calc ulations.

             23             We didn't get into in t he record any

             24  specific reports, I don't think, t hat Services made

             25  and how they did the calculations.
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              1             If any of the other cou nsel can, you

              2  know, address that in greater deta il, that's fine,

              3  but I don't recall that.

              4             JUDGE STRICKLER:  Thank  you.

              5             MR. STEINTHAL:  So I'd like now to move

              6  to Google's proposal and the Subpa rt A settlement

              7  agreement.  The elements of Google 's amended

              8  proposal are set forth in our pape rs and on slide

              9  number 6.

             10             Very briefly, it is the  greater of

             11  10.5 percent of net service revenu e or 15 percent of

             12  label payments with a deduction fo r public

             13  performance rights payments.

             14             My colleagues have alre ady addressed the

             15  extensive record support for such an all-in rate

             16  structure, inclusive of a public p erformance rights

             17  deduction and for a headline perce ntage-of-revenue

             18  rate structure.

             19             In the interest of time , I have shortened

             20  my initial outline, and I refer th e Panel to

             21  Google's proposed findings of fact  on this topic.

             22  And, in particular, Dr. Leonard's testimony featured

             23  therein in support of both an all- in structure and a

             24  percentage-of-revenue structure.

             25             JUDGE STRICKLER:  Are y ou also referring
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              1  us to Dr. Leonard's testimony with  regard to the

              2  specific construction of the 10.5 percent figure and

              3  the 15 percent figure?

              4             MR. STEINTHAL:  I am go ing to come to

              5  that right now in a little bit mor e detail.

              6             JUDGE STRICKLER:  Thank  you.

              7             MR. STEINTHAL:  As you anticipated, I do

              8  want to address with greater speci ficity, and as Mr.

              9  Marks said I would, how the recent  Subpart A

             10  settlement supports the 10.5 perce nt headline

             11  percentage-of-revenue rate in both  Google's and

             12  other Services' proposals.

             13             The Subpart A settlemen t for permanent

             14  digital downloads spans precisely the same statutory

             15  license period, the same licensors , licensing all

             16  the rights necessary for highly co mparable use.

             17             Dr. Leonard calculated that expressed as

             18  a percentage of the gross revenue from the sale of

             19  permanent digital downloads, the S ubpart A

             20  settlement reflects an all-in paym ent to Copyright

             21  Owners of 8.7 percent of the gross  revenue from

             22  permanent digital download sales a s of 2015, and the

             23  calculations are in the proposed f indings.  You look

             24  at the average royalty of 9.5 cent s as a percentage

             25  of the average sales price.
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              1             Compared to this figure , the existing 10

              2  and a half percent rate from Subpa rt B and as

              3  contained in the thousands of dire ct licenses

              4  entered into during the past two s tatutory license

              5  period is conservative.

              6             I will address briefly Google's proposed

              7  deduction from gross revenue for p urposes of

              8  calculating service fees.  The con servative nature

              9  of the 10 and a half percent of re venue proposal

             10  supports the adoption of a revenue  deduction of up

             11  to 15 percent of revenue for certa in costs directly

             12  associated with stimulating revenu e growth.

             13             The existing regulation s and other music

             14  licensing agreements recognize suc h a deduction for

             15  costs of advertising sales by ad-s upported services.

             16             Other music licenses ex tend a similar

             17  revenue deduction to analogous cos ts associated with

             18  subscriber acquisition and retenti on, such as credit

             19  card fees that Services pay in ord er to facilitate

             20  revenue generation.  This is cover ed in Google

             21  Proposed Finding of Fact 41.

             22             Google's proposal is to  bring all the

             23  categories of interactive streamin g services

             24  licensed under Section 115 in line  with ad-supported

             25  models under Subpart B that have t raditionally
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              1  received this type of deduction.

              2             Dr. Leonard specificall y accounted for

              3  this revenue deduction in his Subp art A benchmark

              4  analysis and found, as excerpted o n slide 10, that a

              5  10 and a half percent rate was wel l within the range

              6  of reasonable rates, even assuming  a maximum

              7  15 percent deduction, as Dr. Leona rd addressed at

              8  page 1109 of his live testimony.

              9             The second prong of Goo gle's amended rate

             10  proposal is an uncapped 15 percent  of TCC prong.

             11  Let's take a look at slide 11 for this purpose.

             12             During Dr. Leonard's te stimony, Judge

             13  Barnett questioned how the Judges could set

             14  appropriate minima and floors and revenue

             15  percentages for all the myriad typ es of services

             16  covered by the current regulations .

             17             In response, Dr. Leonar d volunteered, as

             18  shown on the slide 11 excerpt of h is testimony, that

             19  the TCC prong could protect agains t this

             20  variability.

             21             A TCC rate of 15 percen t aligns with the

             22  Subpart A benchmark, which is cruc ial in light of

             23  the removal of the per-subscriber caps that

             24  protected licensees as provided fo r under Google's

             25  proposal.
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              1             JUDGE STRICKLER:  Couns el, question for

              2  you on the slide.  They are not nu mbered, I think

              3  you said it was 11, but at least o n this paper that

              4  I have, but where Judge Barnett as ks the question

              5  why not start there then for every one?  And

              6  Dr. Leonard responds:  "Well, I th ink if you were to

              7  get that percentage correct, that that wouldn't

              8  necessarily be a bad way to go eit her."

              9             Can you refer us to any thing in the

             10  record or anything in the proposed  findings that

             11  cites to the record as to evidence  that suggests a

             12  percentage of TCC that would be co rrect

             13  industry-wide in lieu of a more co mplicated formula?

             14             MR. STEINTHAL:  Well, t hat's what we

             15  proposed in our Google amended pro posal.  We looked

             16  at using Subpart A as the benchmar k.  It is the same

             17  licensors, same time period, under  the same statute

             18  and 801(b) factors.  And as I will  come to, I will

             19  address all of the Copyright Owner s' criticisms of

             20  this Subpart A settlement, but the y came to you last

             21  year and earlier this year for you r support to bless

             22  a settlement they reached with the  major record

             23  labels.

             24             And that settlement ref lects a very

             25  recent benchmark whereby the Copyr ight Owners are
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              1  getting paid 9.1 cents per sale wi th, you know, with

              2  the additional fees for longer son gs that average

              3  out at about 9 and a half percent -- I'm sorry, 9.5

              4  cents.

              5             And when you look at wh at that

              6  reflects -- and the Copyright Owne rs'

              7  mischaracterize what we did.  They  say:  Well, you

              8  are looking at the royalty to the publishers as

              9  against the revenues of the labels .

             10             No, we're not.  We're l ooking at what is

             11  that 9.5 cents in average royalty for a PDD sale as

             12  against what is the average royalt y for the label

             13  when it comes to selling a PDD?  A nd we know from

             14  the evidence that it is generally about 70 percent

             15  of the sales price.

             16             We can calculate what t he ratio is of the

             17  9.5 cents as against the sale pric e times

             18  70 percent.  And then you deduct t he 9.5 cents

             19  because what you are looking at is  what is the

             20  royalty that the labels are genera ting from the sale

             21  of a PDD.

             22             And his math, as covere d by slide 12,

             23  yields a range of TCC ratios of 14 .2 to

             24  15.8 percent.  And that's -- he ex plains it at page

             25  1115 of his live testimony.  And t hat is going down.
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              1  That ratio tends to be going down.

              2             So the 15 percent TCC i s fully supported

              3  by all the evidence that flows fro m the Subpart A

              4  settlement, where we have absolute  information that

              5  this is what the publishers are re ceiving, this is

              6  the royalty that is generated by t he labels.  We see

              7  that the relationship between the two is 15 percent.

              8             JUDGE STRICKLER:  And d oes that mean that

              9  in slide 11 when you referred back  to Dr. Leonard's

             10  testimony where he says well, I th ink if you were to

             11  get that percentage correct, you a re saying the

             12  implication from that sentence is that he is saying

             13  correct means the 15 percent that Google has

             14  proposed?

             15             MR. STEINTHAL:  Yes.  A nd we went back

             16  and took Your Honor's request to c onsider amendments

             17  to our rate proposals to heart.  W e felt that, for

             18  reasons I will get to in a moment,  the approach set

             19  forth in Google's proposal provide s for great

             20  flexibility.

             21             It protects against som e of the concerns

             22  that Your Honors have articulated about revenue

             23  deferment, about revenue attributi on.  It enables

             24  you to be comfortable with the eli mination of the

             25  floors, which have created some ab errational results
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              1  because at the end of the day the labels are going

              2  to protect their own self-interest s.

              3             The labels are going to  make sure that if

              4  they are going to license some new  business model or

              5  a free business model or a bundled  business model,

              6  they are only going to do it if it  is in their

              7  self-interest to do it at prices a nd price

              8  structures that work for them.

              9             So what have we seen?  We have seen that

             10  the labels with respect to bundles  and free services

             11  often require that those services have less

             12  functionality than a full 10 dolla r all-you-can-eat

             13  service offering.

             14             We have seen in some li mited instances

             15  that labels have insisted on a per -play.  The

             16  Copyright Owners make a big deal a bout that.  It

             17  only happens a few times, but, you  know what?  If

             18  the labels to protect their self-i nterest decide

             19  that they are going to go down the  path of per-play

             20  or they are going to go down the p ath of

             21  per-subscriber, or it is a greater  of and the

             22  percentage-of-revenue is what trig gers the ultimate

             23  payment, the publishers ride the c oattails and are

             24  protected, but it has got to be at  the lower -- if

             25  we uncap the component, because re member under the
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              1  old regs, the TCC was capped at 80  cents

              2  per-subscriber because of that les ser-of component

              3  of that Level 1.  So rarely was th e TCC component

              4  triggered.

              5             Now, this is a proposal  whereby you can

              6  be comfortable that for all of the  unknowns that the

              7  publishers have claimed that we ne ed protection

              8  against, you know, free, we need p rotection against

              9  bundles, well, we can rely on the labels for that.

             10  That's for sure.  They are not goi ng to do anything

             11  that is against their self-interes t.

             12             And what we have from S ubpart A, which is

             13  what makes this proposal so persua sive, is very

             14  recent evidence of what the ratio really is for the

             15  identical Section 115 rights for a  service offering

             16  that I will get to in a moment, ev erybody has

             17  conceded is substitutional one for  the other.

             18             We have a great model h ere.  And to the

             19  extent that the Panel wanted to fi nd a way to not

             20  have -- I hate to quote you on thi s, Judge Barnett,

             21  six wakes from Sunday on ways in w hich we, you know,

             22  there are different categories wit h different per

             23  sub minimums, this or that, this a pproach enables

             24  you to be flexible, provides the C opyright Owners

             25  with the correct, to use Dr. Leona rd's words, the
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              1  correct relationship of compensati on for the

              2  publishers and writers as against the labels for the

              3  identical Section 115 context.

              4             JUDGE STRICKLER:  I wan t to make sure I

              5  understand your argument completel y as it relates to

              6  the distinction between the struct ure as you have

              7  proposed and the rates within the structure.

              8             Is it your position, is  it Google's

              9  position that this structure havin g the

             10  greater-of percent of revenue or o f the TCC is a

             11  good structure, regardless of whet her the Judges

             12  ultimately find those percentages should be or is it

             13  your position that this is a good structure only

             14  provided that it is these particul ar rates?

             15             MR. STEINTHAL:  It is t he latter.  I

             16  mean, we can't have a situation, f or example, a

             17  hypothetical where you are going t o say, geez, great

             18  idea, but let's keep the 21 and 22  percent of TCC.

             19  That would be fundamentally incons istent with the

             20  benchmarks because you would end u p with a TCC

             21  swallowing the 10-and-a-half-perce nt rate.

             22             JUDGE STRICKLER:  You a re saying it is a

             23  rate structure that works but only  with these

             24  particular rates?

             25             MR. STEINTHAL:  Yes.
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              1             JUDGE STRICKLER:  Thank  you.

              2             MR. STEINTHAL:  Now, kn owing the primary

              3  support for the 15 percent TCC rat e is found in

              4  Subpart A, doing the math that I d escribed and

              5  Dr. Leonard described in his testi mony, it is also

              6  corroborated by the existing Subpa rt B rate as

              7  discussed in Google Proposed Findi ng of Fact 48.

              8             By that I'm referring t o the standard

              9  rates right now where you have und er a standard

             10  label plan, you end up paying, the  Service pays

             11  $5.50 per-subscriber to the label and you have got a

             12  TCC component under the first leve l, under the old

             13  regs that capped out at 80 cents p er-subscriber.

             14             If you do the 80 cents as against that

             15  $5.50, you get to a number -- I'm sorry, if you take

             16  the 15 percent that Dr. Leonard is  proposing and

             17  apply it to that $5.50 percent sta ndard fair payment

             18  to the label, you would end up wit h a fee of .825

             19  cents, which shows you that the 15  percent figure

             20  dovetails quite well from the Subp art B analysis to

             21  the approach that Dr. Leonard has proposed, which is

             22  15 percent looks like the right nu mber.  It looks

             23  like that under Subpart A it works , under Subpart B,

             24  the folks are traditionally paying  based on, you

             25  know, no more of a TCC than 80 cen ts per sub would
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              1  generate, you'd end up at the same  place.

              2             Now, I want to turn to the key criticisms

              3  that have been levied by the Copyr ight Owners

              4  against Google's and others' propo sals.  First, the

              5  Copyright Owners critique the perc entage-of-revenue

              6  rate structures that have been off ered by all of the

              7  Services, save Apple.

              8             But that attack is a st raw man.  Every

              9  Service proposal involving a perce ntage-of-revenue

             10  rate includes a greater-of structu re against other

             11  alternatives.  It is not a naked

             12  percentage-of-revenue structure.

             13             Google's uncapped TCC p rong means that

             14  whatever the record labels are bei ng paid by a given

             15  Service and whatever the royalty s tructure, as I

             16  mentioned before, whether it be re venue-based

             17  per-subscriber or per-play, the pu blishers are

             18  guaranteed a fair payment.

             19             This leads me to the Co pyright Owners'

             20  critiques of the TCC prong.  Throu ghout the trial,

             21  the Copyright Owners' biggest crit ique of the TCC

             22  prong under the old regs was that it was capped.

             23  And in their opinion, this meant i t did not come

             24  into play enough.

             25             But Google has addresse d this by removing
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              1  the cap.  And the Copyright Owners  can always count

              2  on a minimum payment that is equal  to their relative

              3  contribution under Subpart A, whic h is 15 percent.

              4             Copyright Owners are al so wrong to claim

              5  that there is a lack of transparen cy into the

              6  amounts paid to the labels.  As I mentioned earlier,

              7  we had testimony from Mr. Brodsky that the

              8  publishers have the right in their  direct agreements

              9  with Services that include capped TCC provisions to

             10  audit the Services to determine if  label payments

             11  are being calculated to capture al l value to the

             12  labels, and the Copyright Owners p rovided no

             13  evidence of any actual instance of  TCC being

             14  miscalculated or even that audit r ights have ever

             15  been exercised.

             16             And, importantly as dis cussed earlier,

             17  the Copyright Owners requested as part of the

             18  Phonorecords II settlement and wer e granted TCCI, as

             19  it was called, integrity in defini ng the components

             20  of label payments.

             21             And also TCC calculatio ns were tied and

             22  would still be tied under Google's  proposal to the

             23  widely accepted GAAP accounting pr inciples, but

             24  simply any claim about a lack of t ransparency is

             25  entirely hypothetical and divorced  from the
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              1  evidentiary record.

              2             Next, Copyright Owners also complain that

              3  relying too heavily on the TCC pro ng unfairly ties

              4  the publishers to the rates agreed  to by the labels

              5  and denies publishers the ability to control their

              6  own fate.  But this gets things ba ckwards.

              7             The predicate for Copyr ight Owners even

              8  having a mechanical right was that  the right would

              9  be subject to compulsory; that is,  involuntary

             10  licensing and rate setting.

             11             Congress's unequivocal intent is that the

             12  publishers cannot control whether to license their

             13  mechanical rights or the rate that  is charged for

             14  statutory mechanical licenses.  Si nce its creation

             15  in 1909, the mechanical right has always been

             16  subject to a compulsory licensing scheme.

             17             As detailed in the Serv ices' joint

             18  proposed findings of fact, Congres s has always

             19  recognized the potential for antic ompetitive conduct

             20  if the rights to musical works can  be held up by the

             21  publishers.

             22             The Copyright Owners' f inal critiques of

             23  the TCC prong are just theoretical .  They argue that

             24  labels own a small percentage of S potify and,

             25  therefore, will give a sweetheart deal to Spotify.
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              1  But the evidence at trial roundly debunked this

              2  theory, both given the fiduciary d uties that labels

              3  owe to their artists and the ludic rous proposition

              4  that they would risk current rewar ds in their core

              5  business for speculative future be nefits flowing

              6  from their very small ownership in terest.  Some of

              7  this is captured in a slide we're not going to put

              8  up because it has restricted infor mation, which is

              9  slide 15.

             10             What then?  Grasping at  straws, the

             11  Copyright Owners hypothesize that the Services might

             12  launch their own record labels for  purposes of

             13  undermining the TCC prong.  And I don't think I

             14  exaggerate when I say this agreeme nt -- this

             15  argument verges on paranoia.

             16             Even if the Services we re to begin

             17  running record labels, there is no  likelihood that

             18  these record labels would somehow control the rights

             19  to any meaningful percentage of th e songs played on

             20  the Services within this license p eriod.

             21             JUDGE STRICKLER:  On th e odd chance that

             22  it is not paranoia, would Google h ave any objection

             23  to a term in the regulations which  says -- which

             24  says that if there is an affiliati on between a

             25  Service and a record label, as app ropriately defined



Heritage Reporting Corporation
(202) 628-4888

                                                                  6164

              1  to address what you have character ized as paranoia,

              2  would Google have an objection to that to make sure

              3  that such a vertical integration d oesn't occur?

              4             MR. STEINTHAL:  Well, I 'm sure we

              5  wouldn't have an objection to prov isions that would

              6  fairly attribute the calculation o f TCC.  I think,

              7  you know, to bar a company from ac quiring, even if

              8  it is a small record company, is a  different kettle

              9  of fish.

             10             JUDGE STRICKLER:  No, I  don't mean to say

             11  -- we don't have that authority to  do that.  I am

             12  talking about how we define and ca lculate revenue

             13  for purposes of applying TCC.

             14             MR. STEINTHAL:  I'm sur e we could come up

             15  with a solution for that.  We're n ot trying to game

             16  the system.  I think that the Copy right Owners are

             17  either suggesting that the sound r ecordings and the

             18  embedded compositions are so fungi ble that a group

             19  of streaming services could suppla nt the major

             20  record labels on a whim in order o nly to pay under

             21  the percentage-of-revenue prong, r ather than the TCC

             22  prong because, remember, it is the  greater-of a

             23  percentage-of-revenue or the TCC c omponent.

             24             And it is inconceivable  to me that that's

             25  going to happen.  And certainly th e Services aren't
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              1  going to be willing to run themsel ves into the

              2  ground by just playing music that they may be able

              3  to acquire from self-purchased sma ll record labels,

              4  but, Your Honor, I'm sure that TCC  integrity should

              5  cover any such concerns associated  with Service

              6  ownership of record labels.

              7             JUDGE STRICKLER:  Thank  you.

              8             MR. STEINTHAL:  Finally , and most

              9  important of all, perhaps, I want to address the

             10  Copyright Owners critique of Googl e for relying as a

             11  benchmark on the Copyright Owners'  Subpart A

             12  agreement with the major record la bels that extended

             13  the Subpart A rates in this procee ding from

             14  Phonorecords I and Phonorecords II  through the end

             15  of 2022.

             16             They claim that Subpart  A and Subpart B

             17  activities are fundamentally dissi milar.  These

             18  critiques fail.  First, the Copyri ght Owners are not

             19  correct as they assert in their re ply submission

             20  that Subpart A is a poor benchmark  because digital

             21  downloads and streaming are not su bstitutes.  That's

             22  what they say in their reply.

             23             The record is replete w ith evidence of

             24  the substitutability between the p urchase of digital

             25  downloads and on-demand streaming access, a point
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              1  made by the Services and the Copyr ight Owner

              2  witnesses alike.

              3             But apparently desperat e to avoid the

              4  Panel's application of the Subpart  A settlement

              5  here, and despite admitting in the ir initial

              6  proposed findings that interactive  streaming and

              7  downloads are substitutes, the Cop yright Owners now

              8  say they, quote, have never claime d that interactive

              9  streaming and downloads are substi tutes.

             10             Let's take a look at sl ides 17 and 18.

             11  This one I want people to pause an d read.  On slide

             12  17 we see Copyright Owners' reply to Google's

             13  proposed findings of fact and conc lusions of law.

             14  This is what they say in their rep ly submission.

             15  "Copyright Owners have never claim ed that PDDs and

             16  interactive streaming are substitu tes for one

             17  another."

             18             But let's take a look a t their prior

             19  proposed findings of fact where th ey proclaimed,

             20  "The data obtained from both the N MPA and music

             21  publishers confirms that mechanica l royalties from

             22  physical records and digital downl oads have dropped

             23  as interactive streaming has subst ituted for the

             24  purchases of physical records and digital

             25  downloads."
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              1             And then again, "The in crease in the

              2  popularity of interactive streamin g has resulted in

              3  a decline in revenues from digital  downloads.  This

              4  shift suggests that interactive st reaming is a

              5  substitute for digital downloads."

              6             And then continuing on to the next slide,

              7  skipping down to the Copyright Own ers' proposed

              8  conclusions of law, the last box o n the lower right.

              9  "Moreover, neither the Services no r their experts

             10  appear to dispute that interactive  streaming serves

             11  as a substitute for digital downlo ads and physical

             12  products."

             13             It is hard to imagine a  more crystal

             14  clear and fundamental backtrack; o nce again,

             15  underscoring the fundamental lack of credibility in

             16  the Copyright Owners' submissions.

             17             It is also telling on t his score what

             18  happened in Phonorecords I.  There , the Copyright

             19  Owners recognized the very interre latedness between

             20  Subparts A and B that they now see k to run away

             21  from.

             22             The Copyright Owners at  that time made it

             23  an express condition of the Subpar t B settlement --

             24  let's remember what was happening there.

             25             Subpart B settled in Ph onorecords I and
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              1  Subpart A was being litigated.  Th e Copyright Owners

              2  at that time made it an express co ndition of the

              3  Subpart B settlement that it remai n confidential to

              4  avoid it becoming a benchmark in t he ongoing Subpart

              5  A proceeding.

              6             If it were true, as the  Copyright Owners

              7  now posit, that Subparts A and B a re not comparable,

              8  there would be no need for such a provision.

              9             There is also the great  irony that the

             10  Copyright Owners' critique of usin g Subpart A is

             11  belied by their own expert, Dr. Ei senach, who

             12  actually relies on the ringtone ra te from Subpart A

             13  in his analysis.

             14             And I will now turn to the next argument

             15  thrown up against the use of Subpa rt A as a

             16  benchmark.  Copyright Owners claim  Subpart A is a

             17  bad benchmark because the amounts involved didn't

             18  warrant litigating to reach a fair  rate in light of

             19  declining album and single sales.  But they are

             20  estopped from arguing that the Sub part A rates are

             21  not fair or otherwise do not meet the 801(b)

             22  factors.

             23             Copyright Owners earlie r in these

             24  proceedings represented to this Pa nel that the

             25  Subpart A rates to which they agre ed in their
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              1  settlement with the labels satisfi ed the 801(b)

              2  objectives.  They did so in the fa ce of an objection

              3  to their proposed settlement by Mr . Johnson.

              4             And they succeeded in h aving Your Honors

              5  recommend the adoption of those ra tes and terms for

              6  the next five years for the entire  industry,

              7  including Mr. Johnson.  The Copyri ght Owners, thus,

              8  are now estopped from arguing that  they agreed to

              9  unfair rates or rates that were no t consistent with

             10  the 801(b) factors because now the y say they didn't

             11  believe it was worth litigating ov er.

             12             Such a position is comp letely at odds

             13  with what they told the Board just  months ago to

             14  secure approval of their settlemen t.  Nor is it

             15  credible, back to credibility here , nor is it

             16  credible that, as the Copyright Ow ners now claim,

             17  and Mr. Marks alluded to earlier i n his remarks,

             18  that Subpart A royalties are not w orth fighting

             19  over.

             20             I request the Panel to turn to slide 19

             21  in your book.  I am not going to p ut it up on the

             22  public record because it has confi dential

             23  information.

             24             JUDGE STRICKLER:  Which  one?

             25             MR. STEINTHAL:  Slide 1 9.



Heritage Reporting Corporation
(202) 628-4888

                                                                  6170

              1             JUDGE STRICKLER:  Maybe  I am just missing

              2  it.  I am not seeing the numbers.

              3             JUDGE FEDER:  Is it sli de 19?  It is the

              4  one titled Royalties.

              5             JUDGE STRICKLER:  Okay,  I think the

              6  numbers are written on the blue, w hich is hard to

              7  see.

              8             MR. STEINTHAL:  It is a  chart towards the

              9  very end.

             10             JUDGE STRICKLER:  And i t is called

             11  Subpart A Royalties?

             12             MR. STEINTHAL:  Yes.  T his is from Trial

             13  Exhibit 306.  And it is data produ ced by the NMPA.

             14  And it reflects that in 2015, the last full year for

             15  which we had data, the vast majori ty, and I mean

             16  vast majority, I don't want to say  the number, of

             17  mechanical royalty income was gene rated by Subpart A

             18  activity.

             19             Take a look at the righ t-hand column on

             20  what you are looking at.  You will  see there is

             21  2015, and then there are numbers.  One is in dollar

             22  figures and the other is in percen tages.

             23             And you will see if you  add up the first

             24  three entries, physical permanent digital downloads

             25  and ringtones, that's the Subpart A activity.  It
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              1  represents a very, very high perce ntage of the total

              2  mechanical royalties that the publ ishers are

              3  getting.  And you will see that it  generates

              4  hundreds of millions of dollars in  royalty income to

              5  the Copyright Owners.

              6             The bottom line is that  while streaming

              7  mechanical royalties are growing a t a faster pace in

              8  recent years, the plain reality is  that Subpart A

              9  activity is not the triviality tha t Mr. Israelite

             10  suggested in seeking to run away f rom the Subpart A

             11  settlement.

             12             Lastly, the Copyright O wners tried to

             13  distinguish Subpart A as an owners hip model and

             14  Subpart B as an access model, but this is a false

             15  dichotomy.  Dr. Leonard explained,  as excerpted on

             16  slide 20, which is the one that fo llows the slide

             17  that you were just looking at --

             18             JUDGE STRICKLER:  So 20  follows 19, just

             19  the way you laid it out.

             20             MR. STEINTHAL:  Yes.  I t doesn't always

             21  work that way but this time it did .

             22             Dr. Leonard explained, as excerpted on

             23  slide 20, that this ownership vers us access

             24  differentiation is more semantic t han it is

             25  substantive when considering the c omparability from
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              1  a consumer perspective.

              2             As he described, and I quote, with a PDD,

              3  a user pays a price for access to a track by

              4  purchasing the PDD and then can li sten to the track

              5  as often as desired over an unlimi ted time.

              6             While with a subscripti on streaming

              7  service, a user pays a price for a ccess to a library

              8  for a given time period by purchas ing a subscription

              9  instead of a la carte downloads an d then can listen

             10  to any track in the Services' libr ary as often as

             11  desired within that time period.

             12             Furthermore, to the ext ent that there is

             13  a difference between streaming and  digital downloads

             14  due to access to vast catalogues, that is a value

             15  that the Services provide.

             16             Let's remember that a S ection 115 license

             17  is a work-by-work license that pro vides access to

             18  one song at a time.  You may recal l the

             19  cross-examination of Mr. Israelite  on this issue.

             20             This is not a Section 1 14 blanket

             21  license.  This is a song-by-song c ompulsory license.

             22             For purposes of applyin g the 801(b)

             23  objectives here, it is the Service s that supply any

             24  access value.  They are the ones t hat have to go get

             25  licenses song by song and put them  together to
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              1  provide for a broader catalogue of  access along the

              2  lines that the all-you-can-eat Ser vices have

              3  offered.

              4             And it is the Services that bear the risk

              5  of an infringement liability if th ey do not properly

              6  license each and every copyrighted  composition on

              7  their Services.  Moreover, not eve n the Copyright

              8  Owners' proposal compensates songw riters for the

              9  supposed value of access.

             10             The existing regulation s and every single

             11  proposal proffered in this proceed ing would pay only

             12  those songwriters whose works are actually played

             13  during a given reporting period.

             14             Finally, in an effort t o synch

             15  Dr. Leonard's calculations related  to Subpart A,

             16  Copyright Owners cast aspersions o n his use of RIAA

             17  pricing data claiming that this da ta only reflects

             18  estimates.  This is yet another la te-in-the-day

             19  argument that has no foundation in  the record.

             20             Nowhere in the record c an Copyright

             21  Owners point to any evidence that the RIAA data is

             22  inaccurate or that its estimates a re materially

             23  different than actual average pric es.  And, again,

             24  Copyright Owners gloss over the fa ct that their own

             25  expert, Dr. Eisenach, relies on pr ecisely this same



Heritage Reporting Corporation
(202) 628-4888

                                                                  6174

              1  data, as we will see in slide 21, as did Dr. Marx.

              2  There is simply no there there to the Copyright

              3  Owners' argument.

              4             In summing up, the Copy right Owners'

              5  final critique of Google's amended  proposal seems to

              6  be that Google amended its proposa l at all.

              7  Google's decision to amend its pro posal is not in

              8  any way an admission that a prior proposal did not

              9  satisfy the 801(b) objectives.

             10             The record demonstrates  that Google's

             11  amended proposal, like its prior p roposal, and the

             12  proposals of Amazon, Pandora, and Spotify, all

             13  satisfy the 801(b) objectives.

             14             Google accepted the Pan el's invitation,

             15  see slide 22, to address concerns that the Panel

             16  articulated during the proceeding.   And Google made

             17  incremental modifications to its p roposal to

             18  accomplish those goals.

             19             Google's amended propos al creates a

             20  flexible rate structure to accommo date different

             21  business models, which is essentia l to capturing

             22  revenue from consumers along the d emand curve with

             23  different willingness to pay.

             24             Finally, each element o f Google's amended

             25  proposal is supported by evidence admitted at the
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              1  hearing.  The Copyright Owners' re frain in their

              2  reply submission that there is no evidence to

              3  support Google's amended proposal insofar as it was

              4  offered after the record closed mi sses the point

              5  that the same evidence submitted i n support of

              6  Google's initial proposal also ful ly supports

              7  Google's amended proposal.

              8             The Copyright Owners' a rgument ignores

              9  this and seems to question the sin cerity of the

             10  Panel's invitation to the particip ants to amend

             11  their proposals.

             12             If anything, the Copyri ght Owners should

             13  defend why in the face of the Pane l's entreaty they

             14  have done nothing to amend their p roposal.  That's

             15  all I have.  I am happy to answer any further

             16  questions that the Panel may have.

             17             JUDGE BARNETT:  Thank y ou, Mr. Steinthal.

             18             MR. STEINTHAL:  Thank y ou.

             19             JUDGE BARNETT:  Ms. Cen dali?

             20             MS. CENDALI:  Thank you .

             21             MR. SEMEL:  Not to be a  nag but we go

             22  last.  So we're now already at the  point where they

             23  have taken half the entire day, an d so now we're

             24  eating into the unfair part of our  half of the

             25  taking side, so I would ask this g oing over by
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              1  double just stop.

              2             At a certain point we n eed to get our

              3  closing in.  And I can't come back  tomorrow.  We

              4  only scheduled it for one day.  So  I would ask that

              5  we not run through the rest of the  day.  I think

              6  they are an hour on and a half or two hours over

              7  already.

              8             JUDGE BARNETT:  Do you have more than two

              9  hours?

             10             MR. SEMEL:  Look, I wil l do my best to

             11  fit it in.  I am just pleading for  some --

             12             JUDGE BARNETT:  We're g oing to finish

             13  this.

             14             MR. SEMEL:  Thank you, Your Honor.  I

             15  hate to be a nag, but we go last.

             16             JUDGE BARNETT:  Ms. Cen dali, open or

             17  closed door?

             18             MS. CENDALI:  It is ope n.

             19        CLOSING ARGUMENT ON BEHALF O F APPLE

             20             MS. CENDALI:  Good afte rnoon, Your

             21  Honors.  Our plan is we should be -- Erica, have you

             22  distributed all the handouts?

             23             Our plan is there may b e some of the

             24  handouts that will be, and I will refer you to them

             25  as restricted, so only you will se e them.  And they
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              1  won't be on the screen.  But that way everyone will

              2  be able to stay in the courtroom.

              3             JUDGE BARNETT:  Thank y ou.

              4             MS. CENDALI:  Thank you .  Are we set?

              5  Thank you.

              6             Your Honors, Apple has long been a leader

              7  and visionary in the digital music  space and for the

              8  benefit of everyone.  It is thus n ot surprising that

              9  of all the proposals this Board ha s received,

             10  Apple's proposal uniquely recogniz es the symbiotic

             11  relationship between Copyright Own ers and Copyright

             12  Users.

             13             The 801(b) factors that  govern this

             14  proceeding shown here in closing d emo 1 recognize

             15  that symbiotic relationship, empha sizing and

             16  balancing both Owners and Services  in their

             17  analysis.

             18             As Your Honors know, Ap ple proposes

             19  a .00091 all-in per-play rate for non-fraudulent

             20  streams 30 seconds or longer for a ll interactive

             21  streaming services.  As I promised  during my

             22  opening, Apple's witnesses explain ed how its

             23  proposal satisfies the 801(b) fact ors.

             24             And I will summarize th ese points

             25  throughout my presentation and in detail at the end
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              1  of my presentation.

              2             But, first, I want to w alk through the

              3  four key aspects of Apple's propos al to highlight

              4  the evidence in support of it and contrast that to

              5  the Copyright Owners lack of evide nce on the other

              6  side.

              7             So let's start with App le's proposal for

              8  a uniform per-play rate structure for all

              9  interactive streaming services.  A s you have heard

             10  from David Dorn, Apple's senior di rector of Apple

             11  Music, Apple's experts, Dr. Ghose from NYU and Dr.

             12  Ramaprasad from McGill, and even w itnesses from the

             13  Copyright Owners, there are a lot of problems with

             14  the current rate structure as show n on demo 4.

             15             First, it leads to vari able rates across

             16  Services and time periods, which l eads to a lack of

             17  trust between songwriters and Serv ices, which can

             18  reduce the incentives to create an d distribute

             19  music.

             20             Second, it delinks comp ensation and

             21  demand, a fundamental economic pri nciple.  Third, it

             22  misallocates risks and rewards bec ause Copyright

             23  Owners under the current system ha ve to share

             24  involuntarily in the Services perh aps risky business

             25  decisions, and the Services don't get to reap the
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              1  full up-side of their investments.

              2             Further, the current sy stem is overly

              3  complicated and lacks transparency , harming

              4  incentives.  Fifth, it assigns dif ferent rates to

              5  different Services, which creates an unequal playing

              6  field.

              7             By contrast, as explain ed by witnesses

              8  for both Apple and the Copyright O wners, a uniform

              9  per-play rate solves these problem s as summarized in

             10  demo 5.

             11             First, a uniform per-pl ay rate prevents

             12  rate fluctuations, which improves incentives for all

             13  to make music available via intera ctive streaming.

             14  Second, it links compensation to d emand,

             15  guaranteeing Copyright Owners fair  income under

             16  factor 2.

             17             Third, it properly allo cates risks and

             18  rewards because as shown in this d emonstrative from

             19  Dr. Ghose, Copyright Owners are pr otected from

             20  downside risks while Services get to keep any upside

             21  that they generate.

             22             Fourth, Apple's proposa l is transparent

             23  and easy to implement and understa nd, which improves

             24  incentives and limits disruption.  It radically

             25  simplifies the current existing ra te structure,
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              1  replacing all the complicated step s required just to

              2  get to the all-in rate for a singl e number.

              3             Faced with this overwhe lming logic, other

              4  Services disparage Apple's proposa l as

              5  one-size-fits-all.  In fact, it le vels the playing

              6  field.  It is business model agnos tic.  This is a

              7  virtue, not a vice.  Services pay the same price for

              8  the same good.  This is fair.

              9             Moreover, Apple's per-p lay proposal is

             10  consistent with the per-unit royal ty structure for

             11  other forms of music distribution,  such as CDs and

             12  downloads, which helps make this n on-disruptive.

             13             And as shown in demo 7,  it is consistent

             14  with CRB precedent in Phono I, Web  II, and Web IV,

             15  which repeatedly has adopted a per -play or per-unit

             16  rate with no other prongs.

             17             JUDGE STRICKLER:  Ms. C endali, is there

             18  evidence in the record about wheth er or not Apple

             19  provides discounts in the downstre am market to

             20  consumers for buying subscriptions , whether family

             21  plans or student plans?

             22             MS. CENDALI:  Yes, Mr. Dorn testified

             23  that Apple had various tiers of se rvices, including

             24  family plans and student plans, as  well as the full

             25  subscription plans.  And as you wi ll hear me say,
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              1  those different types of offerings  help lead to the

              2  ability to be flexible if the rate  is set low enough

              3  to provide incentives.

              4             JUDGE STRICKLER:  So Ap ple believes in

              5  the downstream market it makes sen se to charge a

              6  different price per unit of music listened to

              7  per-play in order to promote its e conomic interests,

              8  but such a structure in the upstre am market would be

              9  inappropriate?

             10             MS. CENDALI:  You can't  -- that is apples

             11  and oranges.  And I think it is no t just Apple, I

             12  think it is the Copyright Owners - - pardon the

             13  expression apples and oranges, it happens all the

             14  time when you represent Apple but it is still a good

             15  expression.

             16             The goal is to incentiv ize people to buy

             17  but to buy at a right price.  What  is that old joke,

             18  I lose money on every sale but I m ake it up on

             19  volume?  I don't think that's good  economics.  And

             20  that's not what Apple is proposing  here.

             21             But there is different flexibility within

             22  the system, which our proposal at the right rate

             23  would support.

             24             JUDGE STRICKLER:  So th ere are markets

             25  Apple understands in which it make s sense to charge
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              1  different per-play rates, but it h appens to be at

              2  the downstream market when Apple i s trying to

              3  promote a student to listen or fam ilies to listen,

              4  but it is not appropriate in the u pstream market?

              5             MS. CENDALI:  No, maybe  I am not clear.

              6             JUDGE STRICKLER:  Maybe  I am not hearing

              7  it right.

              8             MS. CENDALI:  In Apple' s proposal, it

              9  would pay the Copyright Owners the  same under any --

             10             JUDGE STRICKLER:  Well,  I understand

             11  that.

             12             MS. CENDALI:  Under all  those plans.  It

             13  is the same unit, the same song.  They get paid the

             14  same amount.  It is up to us as we  rationalize our

             15  business or them, as they rational ize their business

             16  to, to say, you know what, I will pay a little bit

             17  more for this than I may be gettin g, but I think I

             18  can lure them to something else do wn the road and

             19  then that does it.

             20             I don't think that's th e same context as

             21  what you are talking about here.

             22             JUDGE STRICKLER:  We ma y be talking past

             23  each other because I am talking di fferent context.

             24  You are saying -- and I am trying to understand

             25  whether Apple believes there is a universality, as
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              1  you suggested in your opening a mo ment ago that

              2  there is a universality to the fun damental fairness

              3  and appropriateness of charging th e same price for a

              4  per-play.

              5             And it seems to me that  Apple is saying,

              6  well, not in the downstream market  because we

              7  reserve the right, it is our servi ce, we will do it

              8  as we think is best for us, which is of course fine

              9  to charge different prices per-pla y if you are a

             10  student or family plan or individu al plan or

             11  whatever other types of plans that  Apple thinks are

             12  appropriate.

             13             So you do have -- it is  not economically

             14  inappropriate to have different pr ices.  You are

             15  saying it is economically inapprop riate to have

             16  different prices per-play in the u pstream market?

             17             MS. CENDALI:  Maybe we are talking past

             18  each other, but all Apple is sayin g, it is pretty

             19  simple, there should be the same p rice for the same

             20  song no matter what the context is  in terms of

             21  paying the Copyright Owners.  And that's fair.

             22             And with that, from tha t, you can

             23  incentivize -- you can innovate in  different ways

             24  and play that as you wish.  What y ou are talking

             25  about seems to be a different cont ext.  And the
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              1  context that we're emphasizing is the idea that if

              2  you are offering the same good, yo u should be able

              3  to, you know, pay the same price f or it.  And there

              4  shouldn't be variability.

              5             I mean, Apple shouldn't  have to pay X and

              6  somebody X minus 10 or X plus 10.  It is still the

              7  same good.  And, otherwise, you ca n have, again,

              8  people saying:  I have a great off er, I will charge

              9  you, you know, 10 cents under cost  or something like

             10  that.  And I don't think that's he althy for any

             11  economic system.

             12             JUDGE STRICKLER:  Thank  you.

             13             MS. CENDALI:  Now, I do  want to note that

             14  Mr. Mancini at one point in his pr esentation

             15  mentioned SDARS for the idea that that supported a

             16  percentage-of-revenue approach by the CRB.

             17             Actually, in SDARS I, t he CRB did adopt a

             18  percentage-of-revenue rate, but on ly because it said

             19  that there wasn't a good way to me asure plays.  As

             20  the CRB said there, it had to adop t "a proxy for

             21  measuring the value of the rights used."  Here we

             22  don't need that proxy because it i s easy to measure

             23  the plays.  And that's at 4085, if  you want the

             24  cite.

             25             Similarly, in SDARS II,  the CRB made a
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              1  similar argument, "a proxy for use  of sound

              2  recordings must be adopted because  technological

              3  impediments do not permit implemen tation of a

              4  per-performance fee."  That's at 2 3079.

              5             Again, suggesting where  you can do it, a

              6  per-performance fee, per-unit fee is what makes

              7  sense.  In any case, although Appl e agrees with the

              8  Copyright Owners that a per-play r ate applicable to

              9  all Services makes sense, Apple di sagrees with the

             10  Copyright Owners' addition of a pe r-user prong

             11  because it would lead to the same problems as the

             12  current structure.

             13             First, it would lead, a gain, to

             14  fluctuating unpredictable rates, a s shown in this

             15  demonstrative from Dr. Ghose's tes timony.  Second,

             16  it would de-link compensation and demand and cause,

             17  as you can see, royalties to decre ase, even though

             18  streaming might increase, which do esn't make sense.

             19             And, third, as shown, i t doesn't properly

             20  allocate risk and rewards because Services would

             21  have to pay even for users who don 't listen to any

             22  music in a given month.

             23             Fourth, the per-user pr ong adds

             24  complexity and confusion to the ra te structure.

             25  Fifth, it is not business model ag nostic because not
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              1  all Services charge subscription f ees.  Rather than

              2  encouraging pricing innovation, a per-user rate

              3  forces all Services towards a subs cription model

              4  limiting the number of streaming o ptions.

              5             Apple's position with r egard to the

              6  per-user prong, moreover, is suppo rted by CRB

              7  precedent in Web II where the CRB rejected a

              8  greater-of proposal with a per-use r prong, as it was

              9  duplicative because it was to be a llocated per-play,

             10  as you can see on Apple closing de mo 11.

             11             Equally flawed is the C opyright Owners'

             12  claim that a per-user prong is nec essary to

             13  compensate Copyright Owners for th e access value of

             14  their music.  I think Mr. Steintha l touched on this

             15  a little bit.

             16             This access argument is  internally

             17  inconsistent and makes no sense.  If Copyright

             18  Owners really believes their acces s argument, then

             19  any songwriter with music availabl e in a catalogue

             20  on a service should under their th eory get royalties

             21  from that service regardless of wh ether their music

             22  is played, but that is not what th ey are proposing.

             23             The Copyright Owners wa nt to allocate the

             24  money collected per-play as they k now it is the

             25  plays that matter.  Second, it mak es no sense to pay
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              1  songwriters and publishers royalti es if their music

              2  isn't played, as Dr. Ghose testifi ed.

              3             Third, the Services are  the ones that

              4  make the access possible by making  the financial and

              5  technological investments in devel oping features

              6  like music discovery and fan engag ement tools.

              7             So under the third 801( b) factor, they

              8  should reap the benefits of these contributions, not

              9  the Copyright Owners.

             10             The Copyright Owners al so try to twist

             11  Apple's music locker proposal to a rgue that Apple

             12  and its expert, Dr. Ghose, believe  that a per-user

             13  rate should be adopted to any -- f or any service

             14  that let's users access music.  Bu t, again, they are

             15  comparing apples to oranges or app les to kumquats or

             16  kumquats to oranges, pick whatever .

             17             As Dr. Ghose explained,  a per-user rate

             18  in Apple's paid locker proposal re flects the value

             19  of being able to store music you o wn.  This storage

             20  value is not something interactive  streaming

             21  services provide, as Dr. Ghose mad e clear.

             22             And unlike with streami ng, all paid

             23  locker services are subscription s ervices.  So a

             24  per-subscriber rate makes at least  some sense in

             25  that different context.
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              1             Now, when you look at t he evidence, it is

              2  clear that what the -- that the Co pyright Owners'

              3  plea for a per-user rate is really  just an effort to

              4  jack up the per-play rate to unfai rly and

              5  disruptively high levels.

              6             Let's look at closing d emo 15.  And you

              7  can see the per-user prong would a pply, and lets

              8  consumers average more than 707 st reams per-user per

              9  month.  That's a lot, even for my teenagers.

             10             And that means Services  generally will be

             11  paying much more than the already high .0015

             12  per-play that the Copyright Owners  ostensibly

             13  propose.  That the per-user prong would usually

             14  apply is also supported by the res tricted evidence

             15  shown on Your Honor's handouts on Apple

             16  Demonstrative 16.  There is financ ial information

             17  there about the number of the play s.

             18             Turning to the other Se rvices' arguments,

             19  well, they make a lot of sky-is-fa lling arguments

             20  against a per-play rate in general  and Apple's

             21  proposal for a uniform .0091 per-p lay rate in

             22  particular.  These arguments all f ail.

             23             First, they claim a per -play rate would

             24  force Services to limit consumptio n, but it would be

             25  pretty foolish for Services to lim it streams when
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              1  what they are selling is streams, as Dr. Ghose, who

              2  has extensive real-world experienc e working with

              3  technology companies has testified .

              4             Second, the Services ar gue that Apple's

              5  proposed per-play rate would destr oy ad-supported

              6  services.  This isn't true.  As Mr . Dorn explained,

              7  Apple's per-play rate is a midpoin t upon what the

              8  various Services pay.

              9             Your Honors can see res tricted

             10  information in addition to this re garding historical

             11  effective per-play data in your ha ndouts at demo 19.

             12  Hopefully you can see corroboratio n on this.

             13             Thus, because Apple is proposing a

             14  midpoint, companies can offset any  increases in

             15  royalties for one of their offerin gs such as an

             16  ad-supported service with a decrea se in royalties

             17  for a different offering.  And the  testimony of one

             18  of the other Services' own witness es supports

             19  Apple's conclusion as shown on the  restricted

             20  material on Your Honor's handouts in demonstrative

             21  20.

             22             By contrast, the Copyri ght Owners'

             23  proposal would not allow for this type of balancing

             24  because they propose a rate increa se for every type

             25  of service plan.  And that goes ba ck to what, Your
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              1  Honor, we were talking about earli er, is that if you

              2  set the rate at the right level, t here is the

              3  possible for innovation.  If you s et the rate so

              4  high, it makes it impossible.

              5             If Your Honors want any  further evidence

              6  that the other Services' claims ar e overblown, you

              7  need only look at the growth of th e non-interactive

              8  streaming market, even as ad-suppo rted services have

              9  paid per-play rates, as you can se e on the next

             10  demonstrative.

             11             Further, as Pandora's e xpert, Dr. Katz

             12  testified, a per-play rate aligns well with

             13  incentives for ad-supported servic es, which is why

             14  he supported it in Web IV, which i s, again,

             15  reflected this time in Apple closi ng demonstrative

             16  22.

             17             For these reasons, the Services'

             18  arguments fail, and we summarize t hem for you in

             19  closing demonstrative 23.

             20             Finally, it is importan t to remember that

             21  serving low-willingness-to-pay con sumers should not

             22  be prioritized over all else, espe cially because

             23  free and low-priced services can c annibalize sales

             24  of paid subscribers to the detrime nt of Services and

             25  Copyright Owners.
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              1             Now let's turn to the n ext part of

              2  Apple's proposal, the all-in rate.   Apple and all of

              3  the other Services agree there sho uld be an all-in

              4  rate.  And Apple, Pandora, Spotify , and Google all

              5  agree that the rate should not hav e a mechanical

              6  floor.

              7             And all-in rate is trad itional.  It is

              8  what the CRB did in Phono I and Ph ono II by adopting

              9  the proposed settlements without r aising any

             10  objection that they exceeded its a uthority.  This is

             11  as Mr. Marks' discussed.  And I al so note his

             12  excellent judicial estoppel argume nt.

             13             An all-in rate also pro vides consistency

             14  for Copyright Owners as to the tot al value of their

             15  musical works and greater predicta bility for

             16  Services regarding their royalty c osts, even as

             17  performance royalties might fluctu ate.

             18             First, as experts for P andora and Google

             19  explain from an economic perspecti ve, mechanical

             20  rights and performance rights are complements.  So

             21  as the price of one goes up, the o thers should go

             22  down.

             23             This prevents total cos ts from reaching

             24  inefficient levels.  Second, as fa ct witnesses for

             25  Apple, Pandora, and Google all tes tified, the all-in
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              1  rate makes business sense because it adds

              2  predictability, which can make bud geting and

              3  planning easier.

              4             Third, the all-in rate is consistent with

              5  the 801(b) factors, especially the  second factor to

              6  afford Copyright Owners a fair ret urn on their

              7  creative works.

              8             Because Copyright Owner s receive

              9  mechanical and performance royalti es for interactive

             10  streaming services, the only way t o ensure that they

             11  receive a fair return on the creat ive work is to

             12  factor in both types of royalties into the analysis.

             13             If Your Honors instead set a

             14  mechanical-only rate without an al l-in or a rate

             15  with a mechanical floor, that coul d lead to the

             16  Copyright Owners being either over compensated or

             17  under-compensated, depending on fl uctuations in

             18  performance royalties, which obvio usly conflict with

             19  the second objective.

             20             Thus, for the reasons w e have summarized

             21  on demonstrative 27, Apple believe s an all-in rate

             22  should be adopted and the other Se rvices agree.

             23             JUDGE FEDER:  Ms. Cenda li?

             24             MS. CENDALI:  Yes, sir.

             25             JUDGE FEDER:  You noted  that using an
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              1  all-in structure creates predictab ility for the

              2  Services.  What does that do for t he publishers?

              3             Once you go to an all-i n structure, the

              4  amount of mechanical royalties is going to depend,

              5  in part, on what the PROs are gett ing for

              6  performance royalties, which is co mpletely out of

              7  the control of the publishers.

              8             MS. CENDALI:  That's tr ue, Your Honor,

              9  but the key thing is under Apple's  proposal, the

             10  Copyright Owners will always know they are going to

             11  get .0091.  They may get more than  that, depending

             12  on what the performance royalties are, but they are

             13  at least going to get .0091.  And that provides

             14  protection.

             15             JUDGE FEDER:  Well, whe n you talk about

             16  Copyright Owners, you are talking about them -- you

             17  are lumping in the PROs?

             18             MS. CENDALI:  That's tr ue.

             19             JUDGE FEDER:  Who are n ot here.

             20             MS. CENDALI:  That's tr ue.  But I guess

             21  in this area, we're not talking ab out anything

             22  different from what the existing - - we have been

             23  living with an all-in rate.  It ha s worked for good

             24  reason.

             25             And, frankly, Your Hono r, I would turn it
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              1  around.  And in light of the evide nce that has come

              2  in about some of the PROs taking a ggressive

              3  positions, et cetera, you know, wi thout an all-in

              4  rate, there is a real possibility that an overly

              5  aggressive PRO could make the whol e system come

              6  tumbling down.

              7             So I think that the con cern about them

              8  advocates for an all-in rate, not against it.

              9             JUDGE FEDER:  But with an all-in rate, an

             10  overly-aggressive PRO, putting asi de the fact that

             11  there is a rate court to keep an e ye on that, at

             12  least for two of the PROs, an over ly-aggressive PRO

             13  could essentially take all of that  9.1 cents and

             14  leave nothing in the mechanicals, so the publishers

             15  get nothing, and there is no basis  for recouping

             16  advances to songwriters?

             17             MS. CENDALI:  Well, aga in, the

             18  combination of mechanical and perf ormance at a

             19  minimum would be .0091.  And so, y ou know, how that

             20  is allocated between the two might  vary, but it

             21  would at least be that amount.

             22             And as Your Honor said,  there is another

             23  rate court to handle part of that.   But the

             24  opposite, the effect of not having  an all-in, I

             25  think, could make it bad for every body because there
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              1  would be no constraint on performa nce royalties.

              2             And I think that that w ould be dangerous.

              3  And that's why we have had the all -in rate in

              4  existence for the past period of t ime.  And I

              5  haven't heard in this entire proce eding that much

              6  criticism with regard to how it ha s been actually

              7  working to date.

              8             JUDGE FEDER:  Could tha t be in part

              9  because there is a mechanical floo r, at least in the

             10  Subpart B rates?

             11             MS. CENDALI:  It could be, but if so,

             12  there wasn't evidence presented to  that effect.

             13             JUDGE FEDER:  Well, we do have evidence

             14  that at least one of the Services here has been

             15  paying on the mechanical floor.

             16             MS. CENDALI:  That's tr ue, but there is

             17  also a lot of evidence that that's  just one service

             18  and a lot of them have not.  And s o which do you

             19  counter?  You are the judge, not m e, but I would

             20  look to more than the one in that case.

             21             And, in any case, and t o further address

             22  what you were just saying about th e Copyright Owners

             23  would argue that sometimes some Se rvices would pay

             24  nothing in mechanical royalties in  certain months,

             25  but they still would receive at le ast this amount of
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              1  royalties.

              2             Now, equally wrong is t hat Copyright

              3  Owners --

              4             JUDGE STRICKLER:  But t hey wouldn't

              5  because you -- it is an all-in rat e.  So just -- it

              6  might not be realistic, but just m athematically if

              7  you are going to subtract more tha n the equivalent

              8  of the .0091, you would be left wi th no mechanical

              9  royalties.

             10             MS. CENDALI:  Right, th ey may have no

             11  mechanical royalties, but they wou ld have much more

             12  in terms of performance royalties.

             13             JUDGE STRICKLER:  But t hat goes back to

             14  Judge Feder's point.  That would n ot be available to

             15  be able to fund the recoupment of advances.

             16             MS. CENDALI:  No, but l et's go back to

             17  this advances point.  I hadn't pla nned on addressing

             18  that.  And that is on what stone i n the statute are

             19  Copyright Owners and should everyb ody have to jump

             20  through gymnastics to make sure th e Copyright Owners

             21  can pay advances?  I don't see tha t anywhere in the

             22  801(b) factors.  I don't see that in any --

             23             JUDGE FEDER:  The disru ption factor.

             24             MS. CENDALI:  Pardon me ?

             25             JUDGE FEDER:  There is a disruption
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              1  factor.

              2             MS. CENDALI:  Yes, ther e is a disruption

              3  factor but, again, just like we're  saying that

              4  Services can do different things i n how it chooses

              5  to price tiers and to do things to  -- for what makes

              6  sense in running their businesses,  Copyright Owners,

              7  if their game was to give advances  could pay

              8  advances off performance royalties  or something

              9  else.

             10             It doesn't have to just  be on mechanical.

             11  I note that in the publishing indu stry that I do a

             12  lot of publishers and the book ind ustry frequently

             13  pay advances.  It is not based on any kind of metric

             14  or statutory rate or anything like  that.  They just

             15  look at a book and figure out, wel l, you know, for

             16  Clyde Kessler, I am thinking the a dvance should be X

             17  and for X, Y and Z, the advance --  it is not too

             18  different.

             19             I suspect in the publis hing world you

             20  could probably figure out that Tay lor Swift might

             21  get a certain advance and somebody  else should get

             22  another but to have us all go thro ugh gyrations just

             23  to preserve their own internal pra ctice of giving

             24  advances, I don't think is support ed by the

             25  evidence.
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              1             In any case, moving on,  I want to address

              2  the fact that the Copyright Owners  also argue that

              3  the performance royalty deduction is too complex.

              4  It is not too complex.  We have be en doing it for

              5  the past eight years.

              6             So let's move on for th e sake of time to

              7  the third aspect of Apple's propos al.  Its proposal

              8  limiting royalties to non-fraudule nt streams, 30

              9  seconds or longer.

             10             And Google, Pandora, an d Spotify all have

             11  joined Apple in proposing this ele ment because it is

             12  economically sensible and makes se nse, if you were

             13  to describe it to your kid.

             14             As witnesses for Apple and Spotify

             15  testified, short plays come from c onsumers

             16  accidentally pressing play, scroll ing playlists, or

             17  sampling new music.  They may not even -- they don't

             18  reflect actual consumer demand.

             19             In fact, they are more likely to show the

             20  opposite.  Ahh, this song is terri ble, let me skip

             21  it.  The idea that the Copyright O wners would want

             22  the same payment in that kind of s kipped short plays

             23  just doesn't make sense, nor shoul d there be payment

             24  for fraudulent plays generated by bots and people

             25  being paid to listen to the same s ong 50, 100 times,
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              1  et cetera, over.

              2             And including such play s in a per-play

              3  rate as the Copyright Owners propo se or rather not

              4  eliminating them, as we suggest, w ould lead to a

              5  substantial windfall for Copyright  Owners, rather

              6  than a fair income as required by the second 801(b)

              7  objective.

              8             JUDGE STRICKLER:  I hav e a question for

              9  you with regard to this 30-second issue.  I

             10  understand the point about acciden tal plays,

             11  certainly about bots.

             12             But with regard to some body pressing a

             13  button and listening to a song goi ng, oh, this song

             14  is terrible, that's experiencing m usic.  And I

             15  thought it was the Services, one o r more of the

             16  Services' position was that one of  the major selling

             17  points of streaming services is th at you get to

             18  sample music.  I think Spotify in particular makes

             19  that point.

             20             So I can listen to a so ng for 15 seconds

             21  and go:  God, this is awful, only my kids would like

             22  this song, or I can -- but do I ha ve to sit there

             23  and listen to the whole two and a half minutes of

             24  the song and I say this is not get ting any better at

             25  all?  But I have experienced it an d so why shouldn't
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              1  the Copyright Owners be paid for m y miserable

              2  25-second experience?

              3             MS. CENDALI:  Because y our miserable

              4  experience is certainly not the wh ole song.  It is

              5  just -- it is just enough to say I  actually don't

              6  want to experience this song.  I d on't want to hear

              7  this song.

              8             And the contrary rule w ould, by making

              9  people have to pay no matter how l ittle a song is

             10  played would lead to all these won derful -- you

             11  heard Mr. Dorn talk about this fro m Apple -- all

             12  these wonderful consumer engagemen t and discovery

             13  tools being thrown out the window because why would

             14  you want to encourage people to tr y new music and

             15  look at new things?

             16             And from the Services p oint of view as

             17  long as they listen to something, maybe it doesn't

             18  matter, right, but it is a good th ing to try to make

             19  music available to the world.  Why  would you be

             20  spending money in millions of doll ars and having

             21  electronic advice, individual cura ted advice, all

             22  the things you heard the different  services offer if

             23  the reward for that is you are goi ng to have to pay

             24  for you looking at something sayin g this is better

             25  for my kids.  I don't like headban ger music, skip,
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              1  it doesn't -- it doesn't make sens e.

              2             Rather, if somebody is actually listening

              3  to the song, then they should be p aid.  If they are

              4  not listening to the song, they sh ouldn't be paid.

              5             JUDGE FEDER:  Ms. Cenda li, when I go to

              6  the local ice cream store, they wi ll give me a

              7  sample of a particular flavor to s ee if I like it or

              8  not.

              9             MS. CENDALI:  I like th at practice.

             10             JUDGE FEDER:  Yeah.  I don't have to pay

             11  for that but they have to pay for that ice cream.  I

             12  mean, isn't that kind of an inevit able result of a

             13  per unit structure?

             14             MS. CENDALI:  Well, I g uess, Your Honor,

             15  the store could decide in Ben & Je rry's may be

             16  deciding it is worth it for them t o give you the

             17  free ice cream without making you pay for it, but

             18  you could easily say, let's say yo u are Ben &

             19  Jerry's and you are offering not j ust Ben & Jerry's

             20  but Carvel and several other diffe rent kinds of ice

             21  cream, it may be that it would be better to get

             22  people to experience those differe nt choices and

             23  that different type of ice cream t o not have to be

             24  paid for those free samples.

             25             Certainly I go to the s upermarket and
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              1  there are plenty of people out the re offering flee

              2  samples at Chicos or other expensi ve stores, and

              3  they are happily being supplied fr ee by the company

              4  to try to get you to like them.  S o it is a question

              5  of which model --

              6             JUDGE FEDER:  That's an other business

              7  model, but the difference, obvious ly, with the

              8  Chicos is there is no government e ntity saying that

              9  the suppliers have to provide it f ree.

             10             MS. CENDALI:  And you a re absolutely

             11  right.  But the question is, it go es back to the

             12  fundamental purpose.  Apple does d o -- does believe

             13  that there is an inherent value of  music and does

             14  believe that a Copyright Owner sho uld be paid when a

             15  song is played a fixed sum that it  can count on and

             16  that the Services can count on.

             17             JUDGE STRICKLER:  But o nly for 31 seconds

             18  or more?

             19             MS. CENDALI:  That's ri ght.  Because

             20  that's really not playing in our m ind the song.

             21  There is also additional support f or this point of

             22  view in your restricted informatio n, in your handout

             23  at demonstrative 30 with regard to  industry practice

             24  in this regard.  We have not just made this up out

             25  of whole cloth.
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              1             Now, we have discussed Apple's proposed

              2  rate structure.  Next let's talk a bout the specific

              3  per-play rate Apple proposes.  As Mr. Dorn

              4  explained, Apple came up with its rate by

              5  multiplying the Subpart A download  rate by a one

              6  download equals 100 streams ratio.

              7             Starting with the Subpa rt A rate is

              8  consistent with the widely recogni zed economic

              9  reality that interactive streams a nd downloads are

             10  substitutes.  As shown in this cha rt from

             11  Dr. Ramaprasad's expert report, as  interactive

             12  streaming has increased, downloads  have decreased.

             13             In addition to the mate rial presented by

             14  Mr. Steinthal in slide 18 of his p resentation,

             15  several Copyright Owner witnesses have testified,

             16  corroborating this trend, as you c an see in

             17  demonstrative 34.  And several Ser vice experts have

             18  also agreed that interactive strea ms and downloads

             19  are comparable as shown in Exhibit  35.

             20             Given this relationship , it makes sense

             21  for the download rate to be the be nchmark for the

             22  interactive streaming rate.  Moreo ver, the CRB set

             23  the download rate in Phono I after  applying the

             24  801(b) objectives, so it implicitl y satisfies these

             25  factors.
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              1             So the next step in App le's benchmarking

              2  analysis was to set the conversion  rate using the

              3  benchmark.  As Dr. Ramaprasad test ified, a 1-to-100

              4  conversion ratio is reasonable bec ause it falls

              5  within the range of ratios as show n here in

              6  demonstrative 36 upon which the in dustry itself has

              7  relied in a non-made-for-litigatio n context.

              8             The 1-to-100 ratio, in fact, is a

              9  conservative figure that favors th e Copyright Owners

             10  in this time of transition.  As Yo ur Honors can see

             11  by reading the exhibits listed her e in demonstrative

             12  37, these are not restricted, and all of which were

             13  admitted for the truth of the matt er presented,

             14  these ratios were prepared with mu sic industry

             15  input, including by the RIAA itsel f, which

             16  represents labels, after extensive  research and

             17  analysis and with no sign that the y were prepared

             18  with a litigation slant or bias.

             19             The Copyright Owners pr esented no

             20  evidence to the contrary.  In fact , there is ample

             21  evidence that publishers and songw riters accepted

             22  these conversion rates.  Just one example is the

             23  Sony/ATV web site touting its arti sts' success on

             24  the Billboard 200 chart, which use s the 1-to-150

             25  ratio.
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              1             Exhibits 1595, 1596, an d others are to

              2  the same, 1594.  Significantly, Mr . Israelite also

              3  testified that the NMPA itself cho se to use the

              4  1-to-150 conversion ratio in givin g out songwriter

              5  awards.  And this colloquy where M r. Israelite was

              6  questioned by Judge Strickler, we think is very

              7  illuminating.

              8             So with nothing else to  point to, the

              9  Copyright Owners, you know, grasp on an article

             10  marked as Exhibit 1497 that they s ay undermines

             11  somehow the Billboard 1-to-150 rat io.  It doesn't

             12  even mention the ratio and it came  up before the

             13  ratio was even announced.  And it wasn't admitted

             14  for the truth of the matter in any  case.

             15             JUDGE STRICKLER:  I am going to ask you a

             16  question going back a little bit i n your Subpart A

             17  conversion and it relates again to  the 30-second

             18  stream that maybe we have been har ping on too much,

             19  but let's play that harp.

             20             Is there anything in th e record, all of

             21  us may have some experience, but m y question is

             22  really with regard to the record, as to for the

             23  purchase of digital downloads, as to whether or not

             24  the retail store from which you, y ou know,

             25  metaphysical store from which you buy the download,
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              1  whether it is Apple iTunes or any other store allows

              2  you to sample the music for a peri od of time, short

              3  period, 30 seconds, 45 seconds, 15 , what have you,

              4  without having to pay for the musi c to decide

              5  whether you want it?

              6             As I say, to reemphasiz e in my question,

              7  we may all have some experience pe rsonally, but

              8  that's not my question.  My questi on really is is

              9  there anything in the record that talks about that

             10  ability to access snippets of a so ng before you buy

             11  them?

             12             MS. CENDALI:  I am not aware of anything,

             13  being very precise here based on w hat I know as Dale

             14  and what I know in the record.  An d I am not aware

             15  of anything in the record that add resses sampling of

             16  downloads on iTunes or other Servi ces.

             17             JUDGE STRICKLER:  If th ere was something

             18  in the record in that regard, that  would suggest a

             19  parallel between Subparts A and Su bparts -- and your

             20  proposal in Subpart B of no paymen t for plays of

             21  less than 30 seconds?

             22             MS. CENDALI:  Well, the re is always a

             23  parallel to anything.  We are all lawyers.  We make

             24  analogies to everything but you wo uld have to

             25  consider it in the -- in whatever context that it
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              1  is.

              2             And I really -- I don't  want to say more

              3  because I don't think it is approp riate to add new

              4  things to the record that aren't i n the record.

              5             JUDGE STRICKLER:  It on ly applies if it

              6  is in the record.  If nobody can p oint to it, I

              7  don't think it is an official noti ce type of

              8  situation.  So that's just the way  it is going to

              9  have to be.

             10             MS. CENDALI:  But, in a ny case, going

             11  back to the conversion ratio, it c an't be

             12  under-emphasized -- maybe I will o veremphasize -- it

             13  can't be under-emphasized that App le's proposed

             14  ratio is also corroborated by acad emic research

             15  conducted by the Copyright Owners'  own expert,

             16  Dr. Waldfogel and his colleague, D r. Aguiar.

             17             Based on reviewing exte nsive data from

             18  2013 through 2015, which included information on

             19  over 1,000 songs, they concluded t hat their best

             20  estimate was that 137 streams disp laces one track

             21  sale.

             22             JUDGE STRICKLER:  In th e evidence that we

             23  saw on that, didn't we also see wi thin that article

             24  there was a 43-to-1 ratio that rel ated to specific,

             25  substitution of specific tracks fo r different tracks
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              1  and if I am -- I know the 43-to-1 is right if I am

              2  describing what it was correctly, how do you respond

              3  to the argument that that undermin es or at least

              4  calls into substantial question th e legitimacy of

              5  the 137-to-1?

              6             MS. CENDALI:  Well, you  read my mind,

              7  because the next words out of my m outh is the

              8  Copyright Owners say this article also supports a

              9  1-to-43 ratio.  But that is the pl ain language, just

             10  read the article shows was a diffe rent analysis

             11  based on very limited data that wa s mainly consisted

             12  from 20 foreign countries for a mu ch shorter time

             13  period.  I think it was just nine months in 2013.

             14             That did not alter, and  this is the key

             15  thing, they could put bows and rib bons and

             16  spotlights on this 1-to-43 as much  as they wish, but

             17  the bottom line is that the articl e concluded

             18  clearly and convincingly and repea tedly that the

             19  best estimate in light of everythi ng, including

             20  looking at the foreign countries f or that period of

             21  time was that the 1-to-137 ratio w as the best ratio.

             22             JUDGE STRICKLER:  Refre sh my

             23  recollection.  Was the 1-to-137 ba sed on U.S. data

             24  as opposed to global data?

             25             MS. CENDALI:  There was  a little bit of
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              1  -- my recollection was there was a  little bit of

              2  Canadian data.  There was a little  bit of data in

              3  it.  And I think Dr. Ramaprasad te stified to this,

              4  but that the 1-to-137 was much mor e U.S.-based,

              5  while the 1-to-143 --

              6             JUDGE STRICKLER:  You m ean the 1-to-43?

              7             MS. CENDALI:  Excuse me , the 1-to-43 was

              8  clearly 20 foreign countries, much  shorter period of

              9  time, 2013 as opposed to two-year period, largely

             10  U.S.  And the bottom line is what did the experts

             11  conclude?

             12             What they concluded, ag ain, you can make

             13  all the arguments you want, but th e paper had a

             14  clear conclusion.  And the conclus ion was that the

             15  137-to-1 ratio was appropriate.

             16             And you know what?  If Dr. Waldfogel

             17  disagreed with Apple's interpretat ion of his paper,

             18  he could have come in, he could ha ve sat in that

             19  chair, and he could have said:  No , that was wrong,

             20  it really is the 1-to-43.  But the  Copyright Owners,

             21  even though they retained him so w e couldn't, did

             22  not call him.

             23             Now, grasping at straws , the Copyright

             24  Owners claim that Apple's proposal  is unreliable

             25  because it is a round number.  The re is nothing



Heritage Reporting Corporation
(202) 628-4888

                                                                  6210

              1  inherently wrong with round number s.  That's the

              2  number that the industry uses, inc luding the NMPA.

              3             Plus that range is corr oborated by the

              4  1-to-137 ratio, which is not a rou nd number, if that

              5  matters.  Ultimately, the Copyrigh t Owners cannot

              6  deny that widely accepted industry  standards support

              7  Apple's analysis, as does academic  research by their

              8  very own uncalled expert.

              9             Now, unlike Apple's rel iance on

             10  preexisting, unbiased industry ana lyses, the

             11  Copyright Owners strain to come up  with a

             12  methodology, a sui generis methodo logy that supports

             13  increased rates.  That analysis, a ll their analyses

             14  have no basis at anything in the a ctual business

             15  world.

             16             For example, Dr. Eisena ch based his

             17  made-for-litigation benchmarking a nalysis on sound

             18  recording royalties that have no c onnection with

             19  real life.  First, sound recording s are not

             20  comparable to musical works, espec ially because the

             21  value of a sound recording can var y dramatically

             22  based on the singer, like me versu s Adele.

             23             Second, the relative va lue between the

             24  two is not stable, even under his own analysis.

             25  Third, the CR B has rejected prior  attempts to
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              1  equate royalties for sound recordi ngs and musical

              2  works as reflected on demo 42 talk ing about Web I,

              3  Web II, and SDARS I.

              4             And, fourth, Dr. Eisena ch excluded

              5  relevant data.  Dr. Rysman's analy sis fares no

              6  better.  He supposedly analyzes hi storic data and

              7  then calculated the various propos al's impact on

              8  royalties.  But as summarized in d emo 43, like

              9  Dr. Eisenach, he excluded many str eams, which skewed

             10  his results in favor of where the Copyright Owners

             11  wanted to come out.

             12             Finally, Dr. Gans' anal ysis is similarly

             13  flawed.  First, he claimed to use a Shapley value

             14  analysis to recreate the free mark et, but as

             15  discussed that the free market isn 't the standard

             16  here.  It is 801(b).

             17             Moreover, Shapley is ba sed on the idea,

             18  the whole premise of Shapley is ba sed on the idea of

             19  people playing a game in a coopera tive setting.  It

             20  is the cooperative game theory.

             21             But in SDARS I, at 4092 , the CRB

             22  criticized an expert's use of a Sh apley analysis and

             23  said non-cooperative or a non-coop erative approach

             24  may have been more appropriate bec ause the industry

             25  players will act to maximize their  own benefit.
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              1             And the same is true he re.  It is clearly

              2  a competitive non-cooperative indu stry with

              3  different people having different points of view.

              4             Second, Dr. Gans admitt edly did not

              5  conduct a true Shapley value analy sis, calling it

              6  Shapley light, whatever that means .  Third, he made

              7  unsupported assumptions, including  that any increase

              8  in musical work royalties would be  attributable to

              9  an increase in mechanical royaltie s only or assuming

             10  in the free market that label and publisher profits

             11  would be equal.

             12             And, fourth, his analys is of historic

             13  rates was biased upward.  The Copy right Owners

             14  cherry-picked data to yield one re sult, a dramatic

             15  increase in royalties without any evidence that such

             16  an increase is fair or necessary f or the industry.

             17             And, in fact, the hard evidence supports

             18  Apple's position that a dramatic i ncrease is not

             19  appropriate, including, for exampl e, the restricted

             20  financial data regarding publisher s' and

             21  songwriters' revenue shown in demo nstrative 45 that

             22  Your Honors have before you.

             23             I would like more money  too, but I need

             24  to justify it.  I can't just go to  the firm and say:

             25  Pay me more.  I haven't tried that .  But, anyway,
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              1  you can't.

              2             Contrary to Drs. Rysman  and Gans alleged

              3  historic analysis, the real data s hows that the

              4  Copyright Owners' proposal would b e highly

              5  disruptive as shown by the restric ted information in

              6  demonstrative 46 in Your Honors ha ndouts.  That

              7  shows it is just too high, a princ iple that we agree

              8  with in terms of the other Service s.

              9             JUDGE STRICKLER:  You m ention in this

             10  slide 46 the multiple by which the  Copyright Owners'

             11  proposed per-play rate is compared  to the 2015

             12  average, right?

             13             MS. CENDALI:  Correct.

             14             JUDGE STRICKLER:  What does Apple -- can

             15  you say in open court, tell me if you think there is

             16  a problem, what Apple's proposed p er-play rate is

             17  compared to the 2015 average in te rms of multiple?

             18  Estimate if you don't know it.

             19             MS. CENDALI:  My -- I k now that our

             20  overall number is a midpoint among  what all the

             21  different Services pay.  I don't r emember the exact

             22  number right this ten seconds as t o how it is.

             23             JUDGE STRICKLER:  Is it  more than

             24  100 percent, do you recall?

             25             MS. CENDALI:  It's -- w e are much -- we
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              1  are lower than what the Copyright Owners is

              2  proposing.

              3             JUDGE STRICKLER:  Well,  that's

              4  300 percent.  That's why I said 10 0 percent.

              5             MS. CENDALI:  I don't h ave that.  That's

              6  not something I can say in open co urt for one thing.

              7  And I don't have that number at my  fingertips.

              8             JUDGE STRICKLER:  Whate ver it is, I am

              9  assuming you are saying it is not disruptive?

             10             MS. CENDALI:  Right.  A s Mr. Dorn

             11  testified, our number at our rate is historically

             12  supportive and would not be disrup tive.

             13             JUDGE STRICKLER:  Thank  you.

             14             MS. CENDALI:  Now, one additional flaw

             15  with the Copyright Owners' proposa l is it applies

             16  the same interactive streaming rat e to music

             17  lockers.  As Your Honors heard fro m many witnesses

             18  like Mr. Dorn, Ramaprasad, and eve n Mirchandani for

             19  Amazon, the Copyright Owners are d ouble-dipping,

             20  seeking payment at the time of the  download and

             21  again every time that purchased so ng is streamed.

             22             This isn't fair and wou ld discourage

             23  companies from offering lockers an d would harm the

             24  download market.

             25             Okay.  Having addressed  the key evidence
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              1  in this proceeding, it is now time  to bring it home

              2  and return to where we started wit h the 801(b)

              3  factors.  The Copyright Owners arg ue for a one-sided

              4  rate and for a one-sided interpret ation of the

              5  801(b) factors, particularly in th eir conclusions of

              6  law.

              7             Regarding the first fac tor, they want

              8  Your Honors to believe that the on ly thing that

              9  matters is incentivizing people to  write music, but

             10  incentivizing Services to make sub stantial

             11  investment in technology and infra structure that

             12  also help make music available to the public, and

             13  that should be considered, and CRB  precedent

             14  supports this conclusion as reflec ted on Apple

             15  closing demonstrative 48.

             16             Moreover, as a factual matter, as

             17  summarized in demonstrative 49, Ap ple's proposal

             18  satisfies factor 1 because it ince ntivizes, A,

             19  Copyright Owners with consistent r eturns and, B,

             20  Services with upside rewards.  It also builds trust

             21  between songwriters and Services a s it is

             22  transparent and easy to understand  creating buy-in

             23  to the system.

             24             For factor 2, the Copyr ight Owners again

             25  attempt an unequal interpretation by inserting the
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              1  words "opportunity for" before "fa ir income" in

              2  their conclusions of law.  But the  actual test

              3  requires fair income, not just an opportunity for

              4  one.

              5             Apple's proposal provid es a fair return

              6  to Copyright Owners as it is based  on the existing

              7  download rate that all agree is fa ir.  And it

              8  provides Services a fair return in  light of historic

              9  per-play payments and historic dat a regarding

             10  profitability.

             11             By contrast, if the roy alty for the same

             12  work varies across business models  or time periods,

             13  that's not guaranteeing a fair ret urn for either

             14  Copyright Owners or Services.

             15             Regarding the third fac tor, the Copyright

             16  Owners suggest in their conclusion s of law that

             17  their creative contributions are a ll that matters.

             18  But the Copyright Owners had never  built a streaming

             19  service, certainly not anything li ke the Services at

             20  great effort built by the differen t participants in

             21  this room and at great risk.

             22             The statute, though, ex pressly takes this

             23  into account and considers technol ogical

             24  contribution costs and risks as we ll, and that risk

             25  is disproportionally borne by the Services and
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              1  should not get short shrift by con stantly talking

              2  about creating music, creating mus ic.  How about a

              3  way to listen to that music that c onsumers will

              4  hear?

              5             Apple's proposal reflec ts these relative

              6  risks and contributions as it prot ects Copyright

              7  Owners from downside risk; rewards  services for

              8  their risky innovations; and links  royalties

              9  directly to demand.

             10             Finally, the fourth obj ective considers

             11  disruption to the industry.  The C opyright Owners,

             12  one, as I have mentioned, massivel y disruptive,

             13  exorbitant rates, the inclusion of  eliminating the

             14  all-in rate, adding a per-user rat e, all these

             15  different things without any evide nce that any sort

             16  of rate increase is necessary.

             17             By contrast, as you hav e already heard,

             18  Apple's proposal would not be disr uptive.  It is

             19  easy to implement.  The data is al ready collected.

             20  It is consistent with other histor ic per-unit rate

             21  structures blessed by the CRB.  It  is compatible

             22  with a variety of business models,  including

             23  ad-supported services and is suppo rted by historic

             24  data regarding effective per-play rates.

             25             In sum, Apple's proposa l will provide
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              1  consistency and clarity for both S ervices and

              2  Copyright Owners without disruptio n for either side.

              3  And as I said on opening day, Appl e's proposal is

              4  fair, simple, and transparent.  Th ese are values

              5  that Apple brought to the download  market over 14

              6  years ago and that are consistent with the factors

              7  that govern this proceeding.

              8             As Mr. Dorn has testifi ed, the time is

              9  now to bring the same level of sim plicity and

             10  transparency to the interactive st reaming industry.

             11             For these reasons, with  great respect,

             12  Apple requests that this Board ado pt its proposal.

             13  Thank you.

             14             JUDGE BARNETT:  Thank y ou, Ms. Cendali.

             15  We will take five minutes.

             16             MR. SEMEL:  I don't wan t to stop you from

             17  getting any refreshment.  Short wo uld be great, if

             18  we want 10 or 15.

             19             JUDGE BARNETT:  Five mi nutes is all we

             20  need.  Thank you.

             21             MR. SEMEL:  Okay.

             22             (A recess was taken at 2:53 p.m., after

             23  which the hearing resumed at 3:02 p.m.)

             24             JUDGE BARNETT:  Good af ternoon.  Please

             25  be seated.  Please feel free to ta ke off your
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              1  jackets.  It is quite warm in here .

              2             MR. SEMEL:  We are goin g to hand out

              3  demonstratives.

              4             JUDGE BARNETT:  Mr. Sem el, again, I will

              5  repeat, we are at your disposal.  We can stay as

              6  long as you can.

              7             MR. SEMEL:  I will move  quickly.

              8             MR. ZAKARIN:  We shippe d him here.  He

              9  will be here for weeks now.

             10             MR. SEMEL:  I will be d one by 9:00.

             11             JUDGE STRICKLER:  p.m.?

             12             MR. SEMEL:  Yes.

             13      CLOSING ARGUMENT ON BEHALF OF COPYRIGHT OWNERS

             14             MR. SEMEL:  I feel like  it is the Lord of

             15  the Rings and I'm the sixth ending  and we're all

             16  ready to go home, but I will do my  best to make you

             17  happy you stayed.

             18             I am also a little torn  between

             19  responding to the main points rais ed in the last

             20  three and a half hours of closing arguments and

             21  following on with an outline that we have.  I am

             22  going to start with the outline, b ut I would ask

             23  Your Honors, I know you don't need  my permission,

             24  please interrupt if there is any t opics you want to

             25  hear.
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              1             This is tea-leaf readin g about what we

              2  think you want to know.  At least with me, you know,

              3  you are asking the right person, o r hopefully the

              4  right person, any questions you ha ve about any

              5  topics, so please feel free to sto p me and tell me

              6  what you want to talk about.

              7             JUDGE STRICKLER:  What a novel idea.

              8             MR. SEMEL:  I would be happy to throw my

              9  outline out, if we wanted to make this about things

             10  you want to talk about.

             11             Interestingly, the disc overy in this

             12  proceedings began a year ago Tuesd ay, so we have

             13  been litigating this almost a year .  I don't think

             14  one should say that this is a simp le case, but I

             15  would say that the Copyright Owner s have endeavored,

             16  and I think succeeded, in providin g Your Honors with

             17  evidence, precedent, and sound eco nomic principles

             18  that proves the reasonableness of their rate

             19  proposal, including empirical evid ence underlying

             20  the marketplace benchmarking analy sis and the

             21  corroborating Shapley analysis tha t four of the

             22  Services agree is ideal for this p roceeding.

             23             In contrast, I think wh at the record

             24  shows and what you have even heard  today is that the

             25  Services have presented negotiatio n positions with
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              1  Your Honors.  They have presented proposals that are

              2  significantly below what they them selves admit they

              3  want.  They want the status quo.  That's not what

              4  their proposals are.

              5             And I think that their proposals are

              6  often even outside of what their o wn experts

              7  determine is reasonable.  I think in the idea that

              8  if they start low, when the baby g ets split, they

              9  will be holding more of it.

             10             But I want you to know that the Copyright

             11  Owners have endeavored to present a proposal that

             12  has reasonableness baked into it, that is far below

             13  the ask that the Copyright Owners could have made in

             14  this proceeding, far below what th eir own experts

             15  think is fair and reasonable.

             16             I think Dr. Gans was as ked in his

             17  cross-examination:  Do you think t his proposal is

             18  fair?  And he actually said:  Well , the person who

             19  would have the fairness problem wi th the Copyright

             20  Owners' proposal is the Copyright Owners.  Because

             21  it is actually still far below wha t his analysis

             22  found would be fair, as well with Dr. Watt.

             23             And so we have endeavor ed to provide a

             24  proposal that doesn't need to be s plit, that in

             25  itself is I am not going to say ea sy for Your Honors
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              1  to sift through the 13,000 pages a nd 1500 exhibits,

              2  but that provides all of the ingre dients that you

              3  need to get to a reasonable rate.

              4             And we have looked at t his as a two-part

              5  case.  And we spent so much time o n the slide in the

              6  opening that I had to repurpose it  for the closing.

              7             The first part is a rat e structure

              8  segment.  And by this not just the  types of rates

              9  per-play, per-user, revenue, but t he definitions,

             10  the calculations, the scope that u nderlies that

             11  structure.

             12             Interestingly, you hear d three and a half

             13  hours of argument, you heard virtu ally nothing about

             14  the definitions behind the terms a nd how the rate

             15  structure works in most of the Ser vices' proposals.

             16             The second part of the analysis is the

             17  rate value.  And that's simply the  values that fit

             18  within the structure that has alre ady been

             19  identified.  And Apple talked a bi t at length about

             20  usage-based royalties being the pr eferred type of

             21  royalties by rate proceedings.  An d we will discuss

             22  a little bit of that later.

             23             We agree.  And in this case we have a

             24  disagreement, though, that there a re two types of

             25  usage at issue here.  And it is wh at differentiates
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              1  this case from the prior proceedin gs involving

              2  performance-only and non-interacti ve spaces because

              3  here you have an access to value a s well that you

              4  don't have in non-interactive spac es, which is the

              5  crux of the difference and really provides the

              6  additional value over non-interact ive spaces.

              7             So that leads to our pe r-user rate prong.

              8  The Services interestingly alterna tely deny and

              9  embrace the access value that the per-user rate

             10  prong captures.  I find it interes ting that they

             11  deny it.  The per-user rate prong is the most

             12  Universal rate prong in this space , without

             13  question.

             14             That is the rate prong that you see

             15  everywhere, the binding rate prong  generally that

             16  you see everywhere.  And it is for  an obvious

             17  reason.  The access to all of the music in the

             18  world, the access to large catalog ues, that is what

             19  people want.  That's what they pay  for.

             20             They don't get refunded  if they don't

             21  stream.  They pay for access.  And  the access is

             22  what allows you to get rid of your  collection,

             23  right?  The access, that's what su bstitutes for the

             24  ownership more than anything.  It is a critical

             25  value.  And to ignore it, to treat  this like a
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              1  non-interactive space, we feel, ag ain, it does not

              2  provide a fair return for the lice nsed rights here.

              3             And you see Apple, I th ink in their

              4  presentation, showed in a sense th e response to our

              5  response to this statement by Dr. Ghose.  And here

              6  he is describing exactly what we'r e talking about.

              7             And it is the ease of a ccess that you

              8  charge a subscription fee, the rat e best reflects

              9  the value the consumer derives.  H e talks about the

             10  use that consumers make, even when  they don't

             11  stream.

             12             So use is not just stre aming.  Usage is

             13  the access as well.  And that, you  know, he

             14  complains that a per-play rate str ucture would pay

             15  them nothing in that scenario as a n argument for why

             16  you need a per-user rate.

             17             Now, the difference the y make between

             18  lockers and subscriptions, differe nce without a

             19  distinction, really.  They say you  use a locker to

             20  store your music.  Well, that's wh at a subscription

             21  service is.  It is just the bigges t locker in the

             22  world.  It is a locker that is far  bigger than your

             23  collection.  And they are stored o n the same servers

             24  and they are actually generally st reamed off the

             25  same servers.
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              1             So if you have a locker  service and you

              2  put your song on, they match it to  their streaming

              3  server.  When you hit play, you ar e getting the same

              4  stream that someone is getting who  has got a

              5  subscription service.  They have a ccess to a larger

              6  locker than you, but the dynamic, the value that you

              7  are getting is the same.

              8             And Dr. Ghose's rationa le, we agree with

              9  entirely, you know, and that is so mething that

             10  should be compensated.

             11             The Services, as I say,  it is a bit of a

             12  love/hate relationship with the ac cess value.  When

             13  they are not denying that it exist s, they are

             14  saying, oh, it exists and we shoul d get it.

             15             You have heard this, I think from Mr.

             16  Steinthal, as well as Ms. Cendali,  that somehow the

             17  value of access is something that the Services

             18  create.  And I will note the work- by-work license

             19  idea that Section 115 is a work-by -work license and

             20  that somehow then value that comes  from more than

             21  one work is somehow not attributab le to the

             22  Copyright Owners.  And I think tha t misses the

             23  point.

             24             Access value is for eac h work.  Every

             25  work has an access value.  So the value that comes
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              1  from access to a catalogue is just  a combination of

              2  value that comes from access to in dividual works.

              3             And you don't need to b uy that download

              4  because it is the access that you get when you

              5  subscribe to the service.  So I th ink that that's an

              6  argument that conceptually doesn't  go anywhere, the

              7  idea that you are somehow preclude d from recouping

              8  the value of access simply because  it is a

              9  work-by-work license.

             10             And I will also note th at they are

             11  proposing revenue prongs.  That is  not something

             12  that is a work-by-work type of com pensation as well.

             13  What you get to if you are arguing  it is a

             14  work-by-work license and therefore  you somehow can

             15  only capture the value of each ind ividual work, you

             16  are talking about a per-play rate,  which of course

             17  Mr. Steinthal is not advocating fo r, so his concept

             18  leads him to a rate that he doesn' t believe in, but,

             19  moreover, it just doesn't -- there  isn't any need to

             20  link the type of payment so closel y to the way the

             21  Section 115 license is structured.

             22             And, again, you see thi s again and again.

             23  There is a per-user rate in the cu rrent regulations.

             24  There are per-user rates in all of  the deals.

             25             There is nothing that p recludes this from
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              1  working.  And also I will note, fo rgive me for

              2  quoting Your Honors to Your Honors , but you made

              3  this point at the hearing, right?  Dr. Ghose says:

              4  Well, I think access is provided b y the Services.

              5  And Your Honors note quite clinica lly:  Well, isn't

              6  access provided actually by everyb ody?  Because you

              7  can't provide access if you don't have access.  And,

              8  of course, that's exactly what's g oing on here.

              9             You can't provide acces s to any song

             10  unless you have access to that son g.  And that

             11  access ultimately comes from this license to

             12  reproduce and distribute.  And tha t is the license

             13  that the compulsory applies to.

             14             Now, getting to the usa ge-based pricing,

             15  this was covered a little bit by M s. Cendali, there

             16  is a very strong precedent, perhap s the most

             17  consistent type of holding you see  in these

             18  proceedings is that compensation, statutory rates,

             19  should be linked to usage.  And no t linked in a

             20  vague way.

             21             Mr. Elkin, I think at o ne point, noted

             22  that Amazon has been paying more t han it used to.

             23  Well, maybe it has been paying mor e than it used to,

             24  maybe it is because it has got mor e market share

             25  than it used to.
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              1             The point with these is  when it says

              2  payments should increase in direct  proportion to

              3  usage, you need to have a linkage there to be fair.

              4  If you are going up like this (ind icating) and only

              5  paying up like that (indicating) y ou have a

              6  decoupling.

              7             The fact that you are p aying a little

              8  more than you used to is not the p oint.  You are not

              9  paying as much as you should becau se you are getting

             10  significantly more than you are pa ying.  You are

             11  using much, much more and you are paying a little

             12  bit more.

             13             JUDGE STRICKLER:  What if the reason you

             14  are paying more in revenue but not  proportionally as

             15  much as the number of plays is bec ause you are

             16  working your way down the demand c urve, as the

             17  experts have argued for the Servic es, that you are

             18  exploiting those low-willingness-t o-pay listeners by

             19  providing them with discounts or a d-supported

             20  services and that's the reason why  there is the lack

             21  of proportion?

             22             MR. SEMEL:  I think a c ouple of responses

             23  to that.  The first one is that's a claim without

             24  any evidence in this case.  There has been a lot of

             25  repeating of we're servicing low-w illingness-to-pay
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              1  consumers.

              2             And they point to a dis count for college

              3  students.  And, I'm sorry, college  students are not

              4  a low-willingness-to-pay group.  I n fact, we have in

              5  the record a study that was ignore d by Spotify's

              6  expert that says college students are more willing

              7  to pay.

              8             As Dr. Gans noted, you don't see a senior

              9  citizen's discount.  You don't see  a discount for

             10  people 18 to 22 who aren't in coll ege.  You don't

             11  see a discount for high school stu dents.

             12             What you see is a disco unt for the people

             13  about to become the most valuable market segment in

             14  society, right, people going to go  to college and

             15  people who are then going to go on  to have more

             16  money to buy your phones and more money to buy your

             17  other services.

             18             So my first response wo uld be this

             19  repeating of the idea, if you stat e it enough times

             20  it becomes true that they are serv icing

             21  low-willingness-to-pay consumers, there is no

             22  evidence of that in the record.

             23             As we will see later, t he family

             24  discounts, they are not family dis counts.  There is

             25  no --
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              1             JUDGE STRICKLER:  I'm s orry, I mentioned

              2  discounts, so I appreciate you res ponding to that

              3  end, but what about Mr. Klein's su rvey, which seemed

              4  to at least according to the Servi ces point to the

              5  existence of low -- of a heterogen eous mix of people

              6  with willingnesses to pay?

              7             MR. SEMEL:  Well, I thi nk -- I do, think,

              8  heterogeneity, that is going to ex ist everywhere,

              9  right?  There is no product that d oesn't have a mix

             10  of different people who are willin g to pay for it.

             11  And that, as I understand it, has never required a

             12  lack of usage based pricing or cal led for things to

             13  be compensated on a percentage rat e basis.

             14             Most everything has a d ifference -- every

             15  product, people will pay different  amounts for it,

             16  and that doesn't mean their input prices should be

             17  fluctuating as well.

             18             And Dr. Ghose, I think,  talked at length

             19  about this.  They can recapture ba sed on various

             20  levels of price discrimination and  try to make the

             21  most they can out of it, but the i dea that

             22  ultimately the input price should be priced down to

             23  the level of someone who doesn't w ant to pay for it,

             24  I don't think that's an economic - -

             25             JUDGE STRICKLER:  I thi nk the argument
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              1  the Services make is that the upst ream pricing

              2  should be somehow reflective of th eir meeting the

              3  heterogeneous willingness to pay b ecause that kind

              4  of an upstream price incentivizes -- that's the word

              5  they use over and over again -- in centivizes them to

              6  be able to meet the heterogeneous demand.

              7             So is it the Copyright Owners' position

              8  that -- let me ask you.  Is it the  Copyright Owners'

              9  position that that's not true, tha t a varying

             10  upstream price does not incentiviz e the services to

             11  exploit demand all the way down th e curve?

             12             MR. SEMEL:  Thank you, yes.  I think for

             13  one thing, I think Dr. Watt addres sed this directly

             14  in response to Dr. Marx where he w as saying as an

             15  economic theory point, there is no thing that says

             16  that the model, the percentage-of- revenue model

             17  leads to more efficient results.  It really depends

             18  on the details you are putting in.   She is not

             19  putting the details into the model .

             20             I find it interesting t hat they are still

             21  putting that demand curve up as an  exhibit with the

             22  dead weight loss triangle because Dr. Marx admitted

             23  at the hearing that captures the c urrent pricing

             24  model.  She admitted that that, wh ich is -- that

             25  that demand curve with the dead we ight loss triangle
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              1  is a perfect capturing of Spotify' s current plans,

              2  its per-play plan and its subscrip tion plan.

              3             JUDGE STRICKLER:  I tho ught -- you said

              4  per-play and subscription?

              5             MR. SEMEL:  I'm sorry.

              6             JUDGE STRICKLER:  You m ean subscription

              7  and ad-supported?

              8             MR. SEMEL:  Correct, wh ich she talked

              9  about is ultimately a per-play pri ce basically.  If

             10  you assume that advertising is a c harge, it is just

             11  not a monetary charge.

             12             JUDGE STRICKLER:  She d idn't go along

             13  with that necessarily.  I mean, I understand that

             14  was Professor Watt's criticism for  sure.  So that's

             15  a charge.

             16             But her demand curve as  she, because I

             17  remember her testimony about that,  she said as you

             18  go down the demand curve, you redu ce the dead weight

             19  loss triangle, but you are quite c orrect, if I

             20  remember, if I am reading it the s ame way you are,

             21  there is a dead weight loss that p ersists.  And then

             22  she testified, but you -- you tend  to shrink that

             23  even more, not necessarily to zero , but you shrink

             24  that more with an ad-supported ser vice which

             25  Professor Watt said, yeah, but tha t creates a
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              1  different cost, maybe greater, may be less, maybe the

              2  same, depends on the listener's, t he ill effects of

              3  advertising to the listener.

              4             But she said you couldn 't model, because

              5  I think I asked her the question, and she said you

              6  really can't model the ad-supporte d service in that

              7  downward demand curve because it j ust doesn't fit.

              8  It is a differentiated product.  B ut it does tend to

              9  shrink dead weight loss.

             10             Am I wrong in understan ding it that way?

             11             MR. SEMEL:  I think tha t's right.  I

             12  think that the only thing I would add to that, and

             13  this is Dr. Watt's Appendix 1, is that, you know,

             14  the kind of result of that is well , they all sort of

             15  on some level resemble this with d ifferent points on

             16  the curves, but when you plug in n umbers, you get

             17  different results as to which is m ore efficient.

             18             In a theory model, ther e is nothing about

             19  a percentage-of-revenue structure that is inherently

             20  more efficient than a per unit str ucture.  And that

             21  I think was Dr. Watt's point.

             22             JUDGE STRICKLER:  I agr ee with you, and I

             23  think -- but I also saw a nuance i n Dr. Watt's

             24  testimony, tell me if you disagree , that he was

             25  saying just what you said, that pe rcentage of
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              1  revenue rates are not required to do that, but what

              2  is required, if you want to incent ivize downstream,

              3  is having rates that allow for pri ce discrimination.

              4             And your, the Copyright  Owners' proposal

              5  is not a -- would not be designed to incentivize

              6  price discrimination downstream be cause it is the

              7  same per unit price no matter what  they come up

              8  with, which goes back to my prior question to you,

              9  which is is it the Copyright Owner s' position that

             10  the Judges should not be intereste d in upstream

             11  pricing, the rate we set in settin g a rate that

             12  incentivizes the ability of the do wnstream providers

             13  to exploit low-willingness-to-pay listeners?

             14             MR. SEMEL:  Yeah, I thi nk that the way

             15  that at least I would come out wit h it, in the

             16  analysis that you are talking abou t is that there is

             17  an ultimate -- again, the theory d oes not lead to

             18  the conclusion that a percentage-o f-revenue

             19  structure will, in fact, give them  more flexibility

             20  to price that way.

             21             I think one of Dr. Watt 's points is that

             22  when you add in a per-unit charge,  you are removing

             23  the percentage-of-revenue charge.  And the thing he

             24  points to in Appendix 1 is you don 't know which one

             25  is more.
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              1             So at the end of the da y a per-unit

              2  charge may give them more ability to price

              3  discriminate than a percentage-of- revenue charge.

              4  And you just don't know the answer  to that.

              5             Again, as Apple's witne sses have

              6  testified, they are proposing a pe r unit charge.

              7  They don't see a problem price dis criminating.  They

              8  expect that they will be able to p rice discriminate.

              9  The rest of the world has per-unit  charges and is

             10  able to either product differentia te or price

             11  discriminate.

             12             And I think Dr. Watt's point is that the

             13  theory, the idea that a percentage -of-revenue

             14  structure gives you that is just n ot theoretically

             15  accurate.  It could; it could not,  but there is no

             16  reason to -- there is no reason th at that is

             17  something that necessarily gives t hem more

             18  flexibility.

             19             JUDGE STRICKLER:  Well,  four out of the

             20  five Services make the argument, A pple excluded as

             21  you just pointed out, that a perce ntage-of-revenue

             22  rate upstream incentivizes them to  be able to expand

             23  the market downstream.

             24             Is there evidence in th e record that

             25  that's not the case?



Heritage Reporting Corporation
(202) 628-4888

                                                                  6236

              1             MR. SEMEL:  Well, I thi nk other than

              2  Dr. Watt's Appendix 1, because it is something of a

              3  theory question, I think that that 's what he is

              4  getting at there.

              5             I would also note that Dr. Watt makes

              6  this point as well, that the flexi bility argument,

              7  and we're actually going to get a little bit to what

              8  the proceedings have said about th at in the past, it

              9  really boils down to your argument  for a lower rate.

             10  And your question to Mr. Steinthal  earlier sort of

             11  made that point.  Is this structur e good or is this

             12  structure good only with these per centages in it?

             13             And the answer is:  Oh,  no, no, only with

             14  these percentages in it.  That's n ot saying that the

             15  percentages-of-revenue structure w orks.  That's

             16  saying I found a percentage that m ight get the rate

             17  low enough that I'm happy with tha t.

             18             JUDGE STRICKLER:  Well,  in that regard,

             19  the way you describe Mr. Steinthal 's answer is

             20  consistent with Professor Watt, wh o said -- I think

             21  he said something to the effect th at I suspect they

             22  don't really want a percentage-of- revenue rate, they

             23  want a low rate.

             24             MR. SEMEL:  Exactly, ex actly.  That's

             25  exactly where I was going with tha t.
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              1             JUDGE STRICKLER:  Is th e Copyright

              2  Owners' rate a lower rate?

              3             MR. SEMEL:  I think the  Copyright Owners'

              4  rate is a fair rate.

              5             JUDGE STRICKLER:  My qu estion was is it a

              6  low rate?

              7             MR. SEMEL:  I guess it depends what you

              8  mean by low.  I think, yes, it is low in the sense

              9  that it is significantly below wha t their own

             10  experts came out with as a fair an d reasonable

             11  rates.  And this is what I was say ing earlier.

             12             We have tried to in lik e a baseball

             13  arbitration way present a rate tha t doesn't need to

             14  be split, that gets to that balanc e by itself.  So I

             15  do think it is a low rate.  Is it as low as they

             16  want?  They want nothing.  So noth ing is -- they

             17  just want as low as it can be.

             18             It is not a principled argument that they

             19  think there is some optimal rate.  They are just

             20  arguing for the lowest rate they c an get.  And they

             21  are spreading their bets, right?  You have four

             22  Services submitting joint findings  with four

             23  different proposals.

             24             And the idea being that  if they spread

             25  their bets, maybe Your Honors will  latch on to one
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              1  of them and give them that lower r ate, but they even

              2  say:  If you are going to raise my  rate, no, no, no,

              3  go over to that other person's pla n over there, they

              4  will shift structures to get to th e lowest rate they

              5  can.

              6             So my point is really t here is no

              7  principle behind their rate struct ure arguments.  It

              8  is just an attempt to get a low ra te.

              9             JUDGE STRICKLER:  Well,  taking it to the

             10  other side of the ledger, the Copy right Owners' rate

             11  -- and you may be responding to th is later on and

             12  you may want to organize your answ er and have me

             13  wait for that, and that's fine, bu t isn't an

             14  argument made, which I didn't hear  in the closing

             15  arguments but I have seen during t he papers and we

             16  heard during the hearing is that I  believe it was

             17  Dr. Eisenach's rate that he genera ted using the

             18  801(b) factors happened to turn ou t to be -- no, it

             19  was Mr. Israelite who said that th e rate that was

             20  proposed here by the Copyright Own ers turns out to

             21  be the same rate in essence intern ally that was

             22  derived when the NMPA was trying t o figure out the

             23  rate under a willing buyer/willing  seller standard.

             24             So I respect the fact t hat perhaps or

             25  that perhaps the Services want the  lowest rate they
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              1  can possibly get.  Sounds surprise , surprise, that

              2  licensors want the highest rate th at they could

              3  possibly get, and it happens to do vetail with the

              4  willing buyer/willing seller rate.

              5             MR. SEMEL:  Well, look,  I think it is

              6  obviously fair to ascribe motives to each party that

              7  they are trying to get the best ra te that they can,

              8  but I do believe we have shown our  work in this

              9  proceeding.

             10             And that Dr. Eisenach's  marketplace

             11  benchmarking shows it is working.  And the Copyright

             12  Owners' rate is not near the heigh t of that.  So his

             13  willing buyer/willing seller, Dr. Gans's Shapley,

             14  Dr. Watt, they point to higher rat es than the

             15  Copyright Owners are proposing in this case.

             16             And I think that was a conscious effort

             17  to make Your Honors life a bit eas ier.  And I will

             18  say, you know, maybe we're going o ff on a tangent

             19  here, but I do think --

             20             JUDGE STRICKLER:  I sai d you wanted the

             21  questions.

             22             MR. SEMEL:  No, no, thi s is actually much

             23  preferable to looking at slides.

             24             I do think some of this  comes from

             25  history in the proceedings.  You k now, in reading
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              1  over the prior determinations, I l ooked at SDARS II

              2  and read it over a few times.  And  you see in SDARS

              3  II a comment was made, I think it was almost like

              4  dicta, but it was -- they didn't g et good evidence,

              5  Your Honors didn't get good eviden ce or you didn't

              6  get good benchmarks.

              7             You could feel the frus tration of the

              8  Panel that there just wasn't good evidence to work

              9  with.  And there was a comment mad e that you are

             10  going to use the parties' proposal s as a guidepost.

             11             And, you know, that you  wouldn't propose

             12  this if it wasn't reasonable.  And  you can almost

             13  see right there -- and I am not sa ying that's where

             14  it started -- but you can see righ t there where you

             15  start getting people proposing thi ngs that are below

             16  what their own experts say because  this idea that,

             17  well, if the Panel is going to tak e what I propose

             18  as potentially a guidepost, then I  am just going to

             19  propose something that's going to move the bid,

             20  again, a negotiation tactic.  I th ink that type of

             21  work maybe sets it up to be more o f a negotiation.

             22  I will say that's not the approach  the Copyright

             23  Owners have taken in this case.

             24             I think if that were th e case you would

             25  see the Copyright Owners proposing , as has been done
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              1  in the past, the one-to-one ratio,  right?

              2  Dr. Eisenach has a range, one-to-o ne, 4.76-to-1.  It

              3  would not be -- and you have sat o n many of these

              4  proceedings -- not be not in keepi ng for us to come

              5  in and say one-to-one, right?

              6             That's what happens all  the time, but the

              7  Copyright Owners didn't do that be cause they were

              8  trying to make this an easier proc ess.  And I do

              9  think that we're showing our work.

             10             You can see -- you can see the numbers

             11  there.  I do believe that it is no t -- the attempt

             12  here was made.  You could say it i s for selfish

             13  reasons, right, that's what baseba ll arbitrations

             14  are about, right?  You are trying to say, well, if I

             15  give you a more reasonable rate yo u are more likely

             16  to go with my rate, so I am not sa ying there isn't a

             17  selfish reason for providing a mor e reasonable rate,

             18  but I do believe that the Copyrigh t Owners did not

             19  put forth a negotiation tactic, wh ich I do believe

             20  is what happened with the Services  rates.

             21             JUDGE STRICKLER:  I und erstand your

             22  argument.

             23             MR. SEMEL:  Okay.  So, again, this is a

             24  quote that is similar to what Ms. Cendali talked

             25  about, and I don't know that we ne ed to go to this,
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              1  but usage-based metrics really are  what the rate

              2  proceedings have found to be what gets you fairness.

              3             Particularly when you a re setting a rate

              4  for five years, you don't know wha t is going to

              5  happen.

              6             You are giving people a  lot of time to

              7  learn how to game the structure.  But a usage-based

              8  metric is the best thing you are g oing to do.  And,

              9  again, you only use a revenue-base d metric as a

             10  proxy.

             11             JUDGE STRICKLER:  You j ust used the word

             12  that the question I was about to a sk you, you used

             13  the word "only."  And my question was do you

             14  understand the highlighted languag e to say that the

             15  only time -- your word only time - - that you can use

             16  a percentage-of-revenue metric is when a usage-based

             17  metric is not readily calculable o r do you

             18  understand this language to mean t hat when a user --

             19  usage-based metric is not readily calculable, then

             20  you have to go?  That's not the on ly time you go to

             21  a percentage-of-revenue?

             22             MR. SEMEL:  I would say  that Your Honor's

             23  discretion is extremely broad.  So  when you get into

             24  questions of could you utilize a r evenue-based

             25  metric in one way or another, do I  think the law
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              1  prevents you from doing something,  I do think the

              2  determinations say the right way t o go is with

              3  usage-based metrics but, you know,  I think there is

              4  reasons for that.

              5             And that's because it t ies you to usage

              6  as it changes over time.  And it p revents the gaming

              7  that goes on.

              8             JUDGE STRICKLER:  So th is language that

              9  is highlighted doesn't -- from you r understanding,

             10  doesn't prevent us, despite the fa ct that there is a

             11  Hughes image-based metric that is calculable, the

             12  Judges can still decide to go on a  percentage basis

             13  or some other basis?  This languag e doesn't prevent

             14  it?

             15             MR. SEMEL:  I think if it is reasonable.

             16  And I think reasonableness is the ultimate standard.

             17             JUDGE STRICKLER:  Sure.

             18             MR. SEMEL:  And earlier  there was a

             19  discussion about the bargaining ro om theory, and I

             20  was going to get to this, but we a re close to it

             21  now.  There was a statement made t hat that was

             22  rejected.  That is absolutely not the case.

             23             And in our reply to the  joint findings at

             24  248, you will see we have -- we la y out the law on

             25  this.  What happened was an argume nt was made that
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              1  the bargaining room theory was man dated and the

              2  Court said:  No, no, it is not man dated.  Congress

              3  left it to Your Honors to determin e under the

              4  factors.

              5             So I think ultimately y ou have a reason,

              6  as you have noted, you have a reas onableness range.

              7  When you fall within that range, t hat's your

              8  discretion.  So you had made a com ment like that the

              9  bargaining room theory is maybe se tting the rate too

             10  high to allow bargaining.  And the  only tweak I

             11  would make to that is I don't --

             12             JUDGE STRICKLER:  Too l ow to allow

             13  bargaining?

             14             MR. SEMEL:  Too low to allow bargaining

             15  or too high in order to allow for bargaining.  I

             16  think the tweak I would suggest to  that is, as I

             17  understand the bargaining room the ory, it is not

             18  setting it too high.  It is settin g at the high end

             19  of the reasonable range.

             20             But as long as you are within the

             21  reasonable range, you are not, as far as your

             22  discretion goes, too anything, rig ht?  Your

             23  discretion from the bottom of the range to the top

             24  of the range is not going to be re versed for being

             25  too much one way or another.
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              1             JUDGE STRICKLER:  As lo ng as it is within

              2  what we determine to be within the  zone of

              3  reasonableness?

              4             MR. SEMEL:  Correct.  S o to me the

              5  bargaining room theory is not sayi ng you should set

              6  a rate outside the range, but sayi ng you should set

              7  a rate within the range, so not to o high, but

              8  towards the high end of the range to allow for the

              9  back and forth.

             10             And actually I think th e bargaining room

             11  theory is quite well supported.  I t is not a

             12  mandate, but I believe when you lo ok at the history,

             13  it is almost encouraged because it  does allow for

             14  this back and forth but, again, wi thin the

             15  reasonable range.

             16             Nobody is asking Your H onors to set a

             17  rate that is unreasonable, but tha t within that

             18  range, setting it at the high end,  allows for this

             19  dynamic that as you noted even in Web IV, Your

             20  Honors, bakes in so much good stuf f, right?

             21             You get so much good th ings that are

             22  baked into a negotiation allowing that within the

             23  reasonable range would be good.  Y eah.

             24             So, you know, there was  a lot of

             25  discussion about flexibility.  Aga in, I find it -- I
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              1  find it interesting that is the Se rvices are making

              2  this argument because it is litera lly the exact same

              3  argument that was made and rejecte d.

              4             The idea that you have this pricing

              5  flexibility, and this gets to what  Your Honor was

              6  saying earlier about price discrim ination, this is

              7  maybe another take on that, which is I think the

              8  Court was saying -- and this would  be a response to

              9  say even if you found that a perce ntage-of-revenue

             10  structure perhaps had benefits for  price

             11  discrimination, although I don't k now that it does,

             12  you have a fairness problem that r eally outweighs

             13  that, right?

             14             And, you know, pricing flexibility is not

             15  in the objectives, right?  Pricing , total surplus,

             16  economic efficiency is not part of  the policy

             17  objectives, but fairness is.

             18             And they have sort of c ome up with this

             19  circular reasoning, right?  You st art with we need

             20  flexibility, pricing flexibility.  And then they all

             21  admit, oh, wait, we have measureme nt problems with

             22  revenue prongs, but we have these minima, we have

             23  these minima and that's going to s olve the problem.

             24  And then you say:  Wait -- Your Ho nors did this

             25  during the hearing -- why didn't y ou use the minima,
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              1  right?  If the minima is doing the  work, get rid of

              2  the percentage structure.  And the y say:  Oh, no,

              3  but we want to minimize the minima .

              4             So how do you do that?  Well, we will

              5  lower the minima, but then the min ima don't work any

              6  more, right?  And then you have th is fairness

              7  problem.

              8             And they are setting up  this sort of

              9  circular dynamic, okay, we have th is tension between

             10  fairness and flexibility, but ther e is no tension.

             11             Flexibility is not on t he table.  That's

             12  not an objective.  Fairness is the  objective.  So it

             13  is like a false tension they have set up between

             14  something that matters to this pro ceeding and

             15  something that doesn't matter to t he proceeding.

             16  And that's I feel exactly what thi s is saying.

             17             Pricing flexibility, th at's their issue.

             18  That's how they sort it out, but w hat matters in

             19  this proceeding is fairness.  And it is not fair,

             20  and citing, again, 801(b), to fail  to properly value

             21  the rights by coupling them with u sage.

             22             So moving right along, so I just want to

             23  say a couple things about Apple's proposed rate

             24  structure.  Obviously there is an agreement on the

             25  fact that a per-play prong is valu able.  And we



Heritage Reporting Corporation
(202) 628-4888

                                                                  6248

              1  already talked briefly about our d isagreement on the

              2  per-user prong.

              3             The all-in structure, I  have to say that

              4  there was a discussion earlier abo ut whether Your

              5  Honors have the authority to sit a n all-in rate.  I

              6  think it is questionable.  I think  it certainly

              7  should be referred, if it was, but  I also think I

              8  can't see how we even get there.

              9             The idea that it is app ropriate to set a

             10  rate -- and let's be clear what th is is -- this is

             11  an effect to neutralize what the S outhern District

             12  of New York did, right?  This is a n attempt to

             13  neutralize what another rate-setti ng body does.  So

             14  this would be setting a rate that changes to offset

             15  what another rate-setting body is doing under a

             16  reasonableness standard.

             17             And this is from Apple' s post-trial

             18  briefing, and this really what the y are saying, they

             19  are saying short of setting the to tal royalty for

             20  musical works, which is not what i s within your

             21  authority, setting an all-in royal ty with a

             22  deduction without a minimum provid es the greatest,

             23  again, flexibility for the mechani cal royalty to

             24  adjust in response to changes in p erformance

             25  royalties.
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              1             That's another way of s aying to undo

              2  whatever the rate courts are doing .  And why would

              3  -- there is -- no basis has been g iven for that.  In

              4  a future rate court proceeding, th is rate would

              5  presumably be presented as evidenc e.

              6             JUDGE BARNETT:  Or, in the alternative,

              7  to allow the rate court to undo wh atever we did.

              8             MR. SEMEL:  That's righ t.  What if the

              9  rate court set an all-in with mech anicals?  Then

             10  what happens?  You now have two co urts offsetting

             11  what the other court is trying to do.

             12             Your Honors meet every five years.  The

             13  rate court may meet in the interim  period, may get

             14  evidence that includes these rates  and may make a

             15  determination.  An all-in rate wou ld be basically

             16  setting it up to try to neutralize  everything that

             17  they do.

             18             And I just don't see wh y, putting aside

             19  authority, why anyone would want t o go there, why

             20  that's an appropriate thing to do and why it is

             21  appropriate to assume that what th e rate court is

             22  doing is wrong because that's real ly what this is,

             23  right?  This is an assumption that  whatever rate

             24  courts do is wrong because it is a n attempt to

             25  explicitly try to undo anything th ey were to do,
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              1  whether it is up or down to try to  undo that.

              2             And no one has given an y explanation as

              3  to why that's -- it is jurisdictio nally

              4  questionable, but why such a grab would be something

              5  that someone would want to do.

              6             JUDGE STRICKLER:  Do yo u dispute, leaving

              7  aside this thorny legal problem wi th the two

              8  different thoughts dealing with pe rformance right

              9  and a mechanical right, do the Cop yright Owners

             10  dispute that there is this perfect  complementarity

             11  between the performance right and the mechanical

             12  right?

             13             MR. SEMEL:  Well, okay,  perfect

             14  complementarity, I would certainly  disagree with it

             15  in the sense that as Your Honors h ave noted, they

             16  serve different purposes within th e industry, in the

             17  marketplace.  Certain things come -- the publishers

             18  get benefits from mechanical that they don't get

             19  from the performance.  So they are  not just

             20  substitutable.  They matter.  And they are separate

             21  rights.

             22             I understand that they are licensed at

             23  the same time in this context.

             24             JUDGE STRICKLER:  Well --

             25             MR. SEMEL:  -- together , correct.
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              1             JUDGE STRICKLER:  You, of course, are

              2  correct, as we have noted, that fr om the publishers

              3  point of view, they are different because the

              4  publishers can recoup advances thr ough the

              5  mechanical; whereas now they canno t do it through

              6  the performance right.

              7             MR. SEMEL:  Yes.

              8             JUDGE STRICKLER:  But f rom the

              9  perspective of the licensee from t he streaming

             10  service, they need both licenses.  Or otherwise they

             11  get no value from either of the li censes.  So in

             12  that sense, looking at it from the , if you will, the

             13  buyer's side, there is perfect com plementarity.

             14             MR. SEMEL:  I think tha t that's fair,

             15  yes, and along with other things a s well.  And with

             16  sound recording rights, there is a lso a complement.

             17  I think there is also lot of input  that they need to

             18  put together.

             19             And I do get that you h ave two different

             20  rights that are being used in the same context but

             21  they are two different rights.

             22             JUDGE STRICKLER:  So if  both courts, the

             23  rate court and this Board set thei r respective rates

             24  without regard to the other, you r un the risk of

             25  double -- of double paying for the  same ability to
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              1  stream music, right?

              2             MR. SEMEL:  Right, exce pt that the change

              3  I would make to that is no one is setting them

              4  without regard to the other.  Dr. Eisenach's

              5  analysis explicitly takes out perf ormance.

              6             JUDGE STRICKLER:  I'm s orry, I am not

              7  talking about the experts.  I am t alking about the

              8  courts themselves.  The rate court s do not care what

              9  we do.

             10             JUDGE BARNETT:  They ar e not -- they are

             11  not allowed.

             12             JUDGE STRICKLER:  Becau se they don't care

             13  what we do, they are going to set it irrespective of

             14  what we do.  And we either can set  it irrespective,

             15  depending on your position on the law, we can set it

             16  based on, in part, what the rate c ourt does or what

             17  the performance rate is, that's th e all-in rate or

             18  we can ignore it, as you are propo sing, and ignoring

             19  completely, but if we ignore it co mpletely, we run

             20  the risk of double counting.  And if we put it in,

             21  we run the risk of diminishing the  mechanical rate

             22  to the detriment of the publishers .

             23             MR. SEMEL:  Absolutely,  Your Honor.  The

             24  one thing I would add is no one is  advocating you

             25  ignore it.  It is a part of our an alysis.  Nobody is
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              1  ignoring the performance right her e.

              2             The performance right, the performance

              3  royalties are being removed from t he equation before

              4  we reach the proposed rate that we 're at.  So there

              5  is no double counting being done.

              6             What this is saying is that in the

              7  future, any change that happens in  the performance

              8  world, this Court should try to st op before it even

              9  happens; like to anticipate that a nything that were

             10  to happen in the future we should undo.

             11             JUDGE STRICKLER:  So wh at you are saying

             12  is your rate, as I am recalling ho w it was created

             13  by Dr. Eisenach, accounts for the musical work --

             14  excuse me, the performance royalty  as it now exists

             15  because there was some dispute as to whether he used

             16  the correct numbers or not.  He sa id he did and

             17  Services said he did not, but that 's a separate

             18  issue as to the fact, not the fact  that it was

             19  already accounted for.

             20             MR. SEMEL:  Absolutely.   And, in fact, he

             21  used two different methods that ar e completely

             22  independent of each other that you  would not expect

             23  to reach the same result, unless t hey were accurate

             24  and they both reached the same res ult.

             25             So I do believe that th ere is a lot of
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              1  confidence in his results but he a bsolutely counted

              2  the performance royalties in the r ate analysis that

              3  he did, yes.

              4             So I want to briefly to uch on the 30

              5  second issue that was talked about  before and note

              6  that, and Your Honors covered a li ttle bit with some

              7  of your questions, there has been no evidence

              8  offered at the hearing that a 30-s econd play has

              9  value and a 29-second play does no t have value.

             10             Apple made a comment ab out children

             11  accidentally pressing plays.  We h ave had no

             12  evidence about, A, whether childre n accidentally

             13  pressing play is a major issue or more, frankly, if

             14  I can get my child to sit around a nd press play,

             15  that has significant value, so I a m not really sure

             16  why we should discount the value o f letting a child

             17  play with a streaming service, whi ch might be of

             18  more value than anything you could  do with a

             19  streaming service.

             20             JUDGE BARNETT:  Just as  a baby-sitter.

             21             MR. SEMEL:  That's righ t.  There has been

             22  no evidence about this idea that t his should be

             23  basically given a royalty rate of zero because

             24  that's really what is being asked for here, right?

             25             When you define a play out of the
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              1  structure, you are not taking away  the obligation to

              2  get a license for it.  You are jus t taking away the

              3  rate.  You are setting a rate of z ero, but if you

              4  had been asked to set a rate of ze ro, you would have

              5  expected to get some evidence on i t and you weren't

              6  given any evidence on what is the breakdown?  How

              7  many of these are 29 seconds?  The y bit -- you talk

              8  about them being skips but, as you  said, it is an

              9  intentional behavior.

             10             So I think a lot more e vidence would have

             11  been needed in order to establish that a royalty

             12  rate of zero is appropriate for wh at could be

             13  significant economic activity.  An d to note also,

             14  the current regs have no limit.  S ection 114 has no

             15  limit.

             16             So all streams are curr ently counted

             17  under the regs here and there.  An d I think that's

             18  for a good reason, which is that Y our Honors are

             19  tasked with setting rates for the activities.  This

             20  is an activity.  It needs a rate.

             21             So the rate could be, i f it was set at

             22  zero, then it would need a case fo r that.  You need

             23  to set a case for zero.  This is a  backdoor way of

             24  cutting out or getting a zero rate  without having

             25  put any evidence on for that purpo se.
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              1             So we just don't think that that would be

              2  an appropriate thing to do.

              3             And as for the fraudule nt plays, I really

              4  don't even understand that.  The i dea is that the

              5  first 50 plays count, but the 51st  play, they don't

              6  pay royalties.  Why not just block  the 51st play?

              7  Like I don't understand how the te chnological

              8  response to this is let the plays continue and just

              9  don't pay royalties on them.

             10             If they have identified  some bot, just

             11  stop it.  I would also note that a nyone who thinks

             12  only robots listen to the same son g 51 times in a

             13  row does not have a two-year-old c hild.

             14             JUDGE BARNETT:  Or a te enager.

             15             MR. SEMEL:  That's righ t.  Moving right

             16  along, another issue with Apple's plan -- and this

             17  has been redacted, your sheets don 't have it

             18  redacted.  I am not going to menti on the names of

             19  the Services.  I think you may rec all having seen

             20  this evidence before.

             21             It is a major problem t hat -- to have an

             22  all-in structure that leads to zer o mechanical

             23  royalties.

             24             And as you saw and sort  of the difficulty

             25  Ms. Cendali had in addressing this  question, just
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              1  saying that the Copyright Owners a re getting money

              2  somewhere else does not deal with the fact that they

              3  are not getting the mechanical roy alty and that this

              4  tribunal's job is to set a reasona ble mechanical

              5  royalty.  And zero, even if you ar e making money

              6  elsewhere, it is hard to see how t hat is reasonable.

              7             And I will note this is  Apple's own

              8  expert saying that it is actually absurd.  She is

              9  saying it is in the context of som ething else, but

             10  it is one of those great of the ma ny examples where

             11  the Services are speaking out of b oth sides so often

             12  that they don't even realize when they are calling

             13  their own proposals absurd.

             14             JUDGE STRICKLER:  Can y ou refresh my

             15  recollection, going back to the sl ide before, I know

             16  it is restricted, so I am not goin g to mention the

             17  name of the service in the third b ullet point.

             18             MR. SEMEL:  Yes.

             19             JUDGE STRICKLER:  If we  can go back to

             20  that one, right before that.  So t hat service's

             21  standalone non-portable would have  otherwise paid no

             22  mechanical royalties --

             23             MR. SEMEL:  Yes.

             24             JUDGE STRICKLER:  -- in  nearly four

             25  years.  What was the reason for th at?
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              1             MR. SEMEL:  And that wo uld have been --

              2  well, you can look at it from two ways.  The reason

              3  is the rate is very, very low, and  they are taking

              4  out the performance royalties.

              5             JUDGE STRICKLER:  That' s so what I

              6  thought it was, but I wanted to ma ke sure.  By

              7  making it an all-in rate --

              8             MR. SEMEL:  And having the rate so, so

              9  very low that it gets eliminated b y performance

             10  royalties.

             11             JUDGE STRICKLER:  By so  low, you are

             12  referring to Apple's proposed rate ?

             13             MR. SEMEL:  Correct.

             14             JUDGE STRICKLER:  Under  Apple's proposed

             15  rate, this particular unnamed serv ice, because of

             16  the amount of the performance roya lty it pays, it

             17  would have paid zero?

             18             MR. SEMEL:  Correct.  A nd I will answer

             19  it, it is in Dr. Rysman's rebuttal  testimony, Tables

             20  1 and 2.  You had asked the questi on about what

             21  Apple's proposal does to historica l rates.

             22             It is -- Apple's propos al forecasts at

             23  the lowest rate proposed by anybod y in this

             24  proceeding, so lower than every ot her service.

             25             So they have a per-unit  structure, but it
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              1  is so stunningly low that it forec asts out as the

              2  biggest decrease of any.  It is a 98 and 99 percent

              3  decrease for some Services, and it  is an 85 percent

              4  decrease for Apple itself.  So App le would see an

              5  85 percent decrease under its prop osal.

              6             JUDGE STRICKLER:  Under  Apple's proposal

              7  --

              8             MR. SEMEL:  Against its  historicals from

              9  2015.

             10             JUDGE STRICKLER:  Would  it be even lower

             11  than what Spotify pays now in its ad-supported

             12  service?

             13             MR. SEMEL:  Oh, wow, th at's a good

             14  question.  I don't --

             15             JUDGE STRICKLER:  Thank  you.

             16             MR. SEMEL:  That is a g ood question and I

             17  don't know the answer to that.  Bu t you would see it

             18  in Dr. Rysman's charts, you would be able to see it

             19  in Table 1 and 2.  We can try to p ull it up.

             20             JUDGE STRICKLER:  Okay.

             21             MR. SEMEL:  So it is a race to the bottom

             22  right there.

             23             And I will quickly take  a look at the --

             24  we have sort of put together, we h ave four, now

             25  three Services that are seeking th is roll forward.
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              1  Again, they are all slightly diffe rent structures.

              2             You may remember this f rom the opening,

              3  we looked at the ten models, and w e looked at all

              4  the different calculations under e ach and leading to

              5  sort of 79 calculations.

              6             I will just note that, you know, we

              7  forecast at the opening that you w ere not going to

              8  get any information about this and  you didn't get

              9  any information about this.

             10             You haven't been given anything to build

             11  up how you are supposed to get to 79 different

             12  calculations, what the economic ba sis of them is.

             13  They just keep coming back to this  idea that it was

             14  agreed to in Phono I and II.  But the circularity

             15  with that argument, right, is that  the argument is

             16  that these rates are fair because the Copyright

             17  Owners agreed to them, but the Cop yright Owners

             18  don't agree to them.  Right?

             19             So the basis for the fa irness is a

             20  marketplace basis, right?  This wa s something that

             21  was agreed to by people.  But we h ave definitive

             22  evidence here that the Copyright O wners do not agree

             23  to these rates, so by the same log ic that they may

             24  have been considered proper agreem ents back then,

             25  they are not agreements now.
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              1             There is no independent  fairness analysis

              2  that has been done other than to s ay Copyright

              3  Owners want these, but I'm here to  tell you, and you

              4  know this, Copyright Owners don't want these.

              5             So the whole basis that  underlies the

              6  roll forward doesn't work, simply because of the

              7  fact that we're here today and we' re fighting over

              8  this.

              9             I will also note, you k now, the values as

             10  well as the structure, you never g ot anything.  And

             11  this is a collection of values fro m the current

             12  rates.

             13             JUDGE STRICKLER:  And t hose values that

             14  you are showing us on this demonst rative are

             15  per-play rates?

             16             MR. SEMEL:  I have deca pitated them.  So,

             17  no, none of them are per-play rate s.  Some of them

             18  are percentages and some of them a re unit rates,

             19  which would be pennies.  But just to add a little

             20  fun to things, I thought we would see if anybody

             21  even knows what they would be matc hed to.

             22             I am not even going to say which models

             23  they go with because nobody could figure that out,

             24  but even which ones are percentage s and which ones

             25  are cents.  I have two 18s.  That is not
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              1  duplicative.  There is an 18 cents  and an 18 percent

              2  under the current rates.  But we h ad a five-week

              3  hearing and you have had 13,000 pa ges of

              4  submissions, you are not going to see that anywhere.

              5  Nobody is discussing where those c ome from.

              6             There is two 50 cents r ates, but one is

              7  in the top all-in, one is in the b ottom floor.  You

              8  have heard about the one in the bo ttom.  You didn't

              9  hear about the one on the top.

             10             Again, all these rates are on 17 some

             11  percentages, some cents.  This is just hammering

             12  home that Your Honors have gotten no evidence about

             13  where these values come from or ho w you are to write

             14  a determination that these are in a de novo level

             15  fair.

             16             And then I will just no te as much as this

             17  may seem like a lot, that's Amazon 's proposal.  So

             18  those are the minima that you are expected to adopt

             19  in your determination under Amazon 's proposal.

             20             Again, most of these ar e numbers you have

             21  never even seen in this proceeding .  And that's

             22  because they got no witness testim ony and they got

             23  no discussion.

             24             JUDGE STRICKLER:  These  numbers that you

             25  are showing us, will we find them in your proposed
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              1  findings as well, all these variou s numbers and

              2  where they came from?

              3             MR. SEMEL:  No, but you  will find them in

              4  their, if you wanted to dissect, t heir rate

              5  proposal, you would find them in t here.  You won't

              6  get any discussion on it.

              7             JUDGE STRICKLER:  You m ean apply them?

              8             MR. SEMEL:  If you look ed through and

              9  read close -- I mean, you will fin d this in their

             10  rate proposal.  This is their rate  proposal.  My

             11  point is you will find it nowhere else.  You will

             12  find no discussion or analysis of these numbers.

             13  Are they reasonable?  Is this too high?  Is this too

             14  low?

             15             The numbers are in thei r proposal, but my

             16  point is just there has been no di scussion of them.

             17  That's why they look so foreign to  us.

             18             JUDGE STRICKLER:  So th ese aren't as

             19  applied, these are as stated in th eir proposal?

             20             MR. SEMEL:  Correct.  T hese are the

             21  minima.  If it wasn't clear, these  are the minima,

             22  the percentages and the per-user m inima that are in

             23  Amazon's proposal.

             24             And the other Services are all different

             25  versions of this.  Some are missin g here, some are
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              1  over there but they all contain al l of these prongs,

              2  values that Your Honors have not b een given any

              3  evidence on.

              4             And that's just the poi nt I am trying to

              5  make now.

              6             But as much as the lack  of explanation of

              7  the structure and the values is ba d, the thing that

              8  really I find amazing is the lack of discussion of

              9  definitions.  And we talked about this.

             10             Definitions is part of the rate structure

             11  analysis.  And Your Honors multipl e times talked

             12  about the need to get information,  and you have

             13  talked about it.  It has been so m uch a part of

             14  prior proceedings that particularl y under revenue

             15  metrics, definitions are so import ant.

             16             And yet there were 3,00 0 pages of

             17  post-trial briefings submitted by the Services in

             18  this case, and there was no discus sion of the

             19  definitions behind their rate prop osals.

             20             Critical, not little de finitions that

             21  don't matter, but critical definit ions.  And I am

             22  going to give you three examples.  The first one is

             23  family account provisions.  We hea rd a lot about how

             24  important family accounts are to w hat they are

             25  doing.  What are family accounts u nder their
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              1  proposals?

              2             So this is Pandora's fa mily account

              3  provisions and Amazon's family acc ount provisions.

              4  And here we are, the last person p roviding a closing

              5  on the last day, and I am the firs t person who has

              6  brought this up throughout this en tire proceeding,

              7  whether in the written direct test imony at the

              8  hearing or in the post-trial paper s.

              9             And look how different they are?  I mean

             10  the first thing we see is it is no t a family plan.

             11  Let's be clear about that.  There is no familial

             12  requirement.  There is no requirem ent that you live

             13  in the same house.  These are just  group plans.

             14  There is no -- these are group pla ns and they are

             15  defined very differently, right?

             16             Pandora seems to think the important

             17  thing is that they are paid from o ne form of

             18  payment.  That's not a requirement  under Amazon's

             19  family plan.

             20             Amazon seems to think i t is important

             21  that a person be only a part of on e account at a

             22  time.  Well, Pandora doesn't seem to think that is

             23  important.  Nobody has discussed w hy these are

             24  important, which one is more impor tant, which one is

             25  necessary.
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              1             And none of them seem t o have any

              2  provisions to prevent gaming.  So nothing in here

              3  that prevents users from setting - - from, you know,

              4  from maybe setting up different ac counts and having

              5  different accounts connected with different plans.

              6             And, moreover, there is  nothing that

              7  prevents the Services from getting  involved.  So you

              8  will note that each part has two p arts.  The first

              9  part is the definition.  And I wil l let you know

             10  this is the only thing that is sai d in each of their

             11  proposals about defining family pl an.  I am not

             12  giving you half of the story and t here is more told.

             13  This is it.

             14             Pandora has one sentenc e that defines

             15  family account, but the second par t tells you what

             16  the effect is.  And the effect is that they only

             17  have to pay one and a half times t he individual

             18  plan, even though they have six pe ople on the plan.

             19             What do you not see the re?  They only get

             20  to charge one and a half times the  individual plan.

             21  They can charge as much as they wa nt, but they only

             22  pay royalties on one and a half ti mes the individual

             23  plan.

             24             And maybe they say:  Oh , but if we charge

             25  more, you will get the revenue.  B ut what does this
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              1  do?  This leads us right back to t he same problems

              2  we have.  That's not -- we have th ese revenue

              3  displacement problems.

              4             If they have a plan whe re you say buy six

              5  Echos and you get a family plan fo r six people,

              6  right, now they are getting all of  that revenue and

              7  they are only paying for one and a  half subscribers.

              8  And they are collecting far more t han one and a half

              9  times.

             10             So, again, there has be en no discussion

             11  of these.  I am not sitting here t oday trying to

             12  tell you what the outcome is of ho w these work, but

             13  to tell you that nobody is giving you any basis for

             14  how to adopt these provisions and whether they are

             15  reasonable, no economic testimony,  no forecasts, no

             16  nothing.

             17             And I find it stunning that somehow 3,000

             18  pages were manufactured in post-tr ial briefing and

             19  no one thought to discuss the defi nitions that

             20  motivate the entire economic struc ture of their

             21  plans.

             22             And it is not just fami ly plans.  What

             23  could be more central than service  revenue

             24  definition.  This is the heart of their entire

             25  revenue structure.
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              1             This is too small, but I just want to

              2  show you how long, that's the defi nition of service

              3  revenue.  It is a page and a half.   Nobody talked

              4  about that.  Not a single witness said a single word

              5  about this definition.

              6             And what do we see?  It  is not a

              7  straightforward definition.  Dr. M arx testified that

              8  the proper definition is everythin g attributable to

              9  music.  Well, that's not this defi nition.

             10             And that's probably why  Dr. Marx refused

             11  to opine that her own client's pla n was fair.  And

             12  she was murmuring about the defini tion when she

             13  declined to support her own client 's proposal in

             14  this case.

             15             And what do we see?  Th is basically

             16  excises everything from revenue, e xcept for the

             17  actual user fee and/or the sort of  ad placement

             18  cost.  So a click-through, which i s -- could not be

             19  a more attributable to the service .  This is a user

             20  who comes on into streaming and du ring their song

             21  they see an ad and they click it t hrough.  They

             22  don't want to share any of that re venue.  That

             23  revenue is clearly attributable to  the music

             24  activity.

             25             And, again, I am not sa ying I can clear
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              1  up these definitions here and give  you the right

              2  definition.  I am saying they have  failed to give

              3  you any evidence on which you coul d possibly approve

              4  a service revenue definition as an  economically fair

              5  approach.  They had how many exper ts?  A thousand

              6  pages of expert reports.

              7             None of them decided to  look at this,

              8  break it down and say:  Is this fa ir?  Is this not

              9  fair?  And probably in part becaus e Dr. Marx, as I

             10  said, Dr. Marx doesn't think this is fair.  For her

             11  the fair way to do this is to attr ibute all of the

             12  revenue you get, that is what you come in, all of

             13  the revenue that you get that is a ttributable to

             14  music gets counted.  And that's no t what their own

             15  definition is.

             16             JUDGE STRICKLER:  Just for clarity, this

             17  slide that you are showing us, the  blue type

             18  refers -- are their proposed chang es?

             19             MR. SEMEL:  Correct.

             20             JUDGE STRICKLER:  So th ere is a red-lined

             21  version.  And the black print refe rs to what is now

             22  in the regulations and the red is the strikeout?

             23             MR. SEMEL:  That is cor rect, I'm sorry

             24  for not clarifying.  For each of t hese, these are

             25  cuts from the red lines that they have submitted in
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              1  this case, which is a red line ove r the current

              2  regulations.

              3             So, again, they are pro posing changes and

              4  they are not even discussing it.

              5             Like even if you assume , which is not a

              6  good assumption, that the current regulations have

              7  some internal basis, which is the de novo review, so

              8  they don't, they are changing the current

              9  regulations and they are not discu ssing what the

             10  changes are.

             11             I don't understand how they can think

             12  that Your Honors can go through th is without any

             13  testimony on this and somehow figu re out yourself

             14  what they are trying to do with th ese definitions.

             15             Oh, one more, just beca use it is too

             16  good.  In Web IV, I loved this, I' m sure you

             17  remember it.  You wrote it, so for give me again for

             18  quoting you yourself but the free fourth tire,

             19  right?  Obviously the free fourth tire is not free.

             20  It is 25 percent discount on every thing.

             21             Well, what is the bundl e definition?  The

             22  bundle definition is basically the  free fourth time,

             23  right?  Service revenue shall be t he revenue

             24  recognized from end users for the bundle, so for all

             25  four tires, less the standalone pu blished price for
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              1  the other components.  So you buy the four tires,

              2  you subtract the price of the thre e tires, and what

              3  are you left with?  Nothing.

              4             So literally their bund le proposal is

              5  exactly what Your Honors found was  absurd in Web IV.

              6  And nobody has testified to this.

              7             JUDGE STRICKLER:  Just to be clear, even

              8  if we don't accept their changes a nd we left this

              9  particular definition of -- the bu ndling definition

             10  the way it was, it would still hav e that problem?

             11             MR. SEMEL:  Absolutely.

             12             JUDGE STRICKLER:  So it  is not their

             13  change that creates the problem --

             14             MR. SEMEL:  No.

             15             JUDGE STRICKLER:  This change has been

             16  there from day one?

             17             MR. SEMEL:  No.  Absolu tely.  And in case

             18  I wasn't clear, I don't think that  one can just take

             19  what is existing and roll it forwa rd either.  Even

             20  if they hadn't had any changes, th ese would also

             21  have to be explained.

             22             I mean, I don't have to  repeat this

             23  again.  It is an experimental stru cture that

             24  expires.

             25             So they do have to buil d this up.  And,
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              1  you know, Your Honors asked the be ginning are you

              2  going to build this up?  And now w e see it was never

              3  built up.

              4             And so a couple quick p oints on Google's

              5  proposal.  You know, Google, I thi nk Mr. Steinthal

              6  noted that we complained that Goog le was changing

              7  its proposal after the hearing, as  if changing its

              8  proposal after the hearing itself was a problem.

              9             And it is not so much t hat as they are

             10  changing their proposal to somethi ng that wasn't

             11  evaluated by any expert or any wit ness.  They had

             12  some testimony about some of the p rongs, but that

             13  testimony was all in the context o f their proposal,

             14  which was the 10 model, all of thi s.

             15             They come out of the he aring after the

             16  rebuttals have gone in, after the testimony has gone

             17  in, and they completely reshuffle their proposal,

             18  collapse everything to one, and ch ange their TCC

             19  prong.  And they say:  Oh, this is  a new proposal.

             20             It is hard to address t he depth of the

             21  problems because we have no eviden ce or analysis.

             22  It is a post hoc proposal.

             23             JUDGE STRICKLER:  Two t hings about that

             24  and one in the form of the questio n.  Under the

             25  regulations they are permitted to,  right up until
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              1  the time of this filing --

              2             MR. SEMEL:  Absolutely.

              3             JUDGE STRICKLER:  -- to  make the change,

              4  so there is no procedural problem with the fact that

              5  they did it.  Are you saying that in their proposed

              6  findings and conclusions, the chan ge in the rates is

              7  not explained at all?

              8             MR. SEMEL:  I think tha t, well, if you

              9  say -- when you say the change in the rates, I think

             10  what the change is is explained.  We all know what

             11  the change is.  But the economic g rounding for the

             12  new proposal, no one testified to that.

             13             You are right, you can change your

             14  proposal afterwards.  And I think,  A, that's

             15  appropriate.  For example, what th e Copyright Owners

             16  did, there was a lot of discussion  about the

             17  definition of end user during the hearing.  And we

             18  thought ours was pretty clear that  you are not

             19  trying to capture someone who is n ot using it all

             20  and who hasn't paid for anything.  But they thought

             21  there was.

             22             So at the end we redefi ned that in an

             23  amended proposal to clarify it.

             24             And that's something th at now you are

             25  amending the proposal for somethin g that there was
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              1  testimony about at the hearing, th is specific

              2  definition.  What Google is doing is changing their

              3  proposal.  They didn't have an exp ert come on and

              4  say:  This is what I think of this  proposal and then

              5  amend it.  They -- then we might b e able to respond

              6  to it.

              7             So all I am getting at --

              8             JUDGE STRICKLER:  So I am clear, we will

              9  go back and look at it again, obvi ously, but in

             10  their proposed findings which were  filed, I believe,

             11  contemporaneous with their amended  rate terms, there

             12  is nothing in the proposed finding s that says we

             13  have changed the amended rate from  X to Y in light

             14  of evidence, not necessarily new e vidence, but some

             15  parts of the totality of the evide nce that's already

             16  been submitted?  We're not going t o find that is

             17  what you are saying?

             18             MR. SEMEL:  I think wha t you are going to

             19  find is that the reason that they changed, the

             20  reason given, because it was given  in their closing

             21  for changing it, was that Your Hon ors expressed a

             22  great deal of skepticism about the  idea of having

             23  this Byzantine structure that we c urrently have, so

             24  they decided it would be a good id ea to give you

             25  something simple.
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              1             So that, not a response  to evidence, not

              2  to say, you know, we examined with  the witnesses on

              3  the stand the idea of having -- co llapsing these two

              4  one and doing all of that.  There is one comment, an

              5  offhanded comment by Dr. Leonard t hat said that

              6  would work.  And that's what --

              7             JUDGE STRICKLER:  And t hat's in the

              8  slides?

              9             MR. SEMEL:  That's corr ect.  And that, as

             10  I understand it, is the sum total of the evidence in

             11  support of that proposal.  But, mo re importantly --

             12             JUDGE STRICKLER:  So th ere is that, and

             13  you are saying that evidence, Dr. Leonard's

             14  testimony is meager and not suffic ient?

             15             MR. SEMEL:  Yeah, I agr ee, yes.  I guess

             16  the other point I wanted to make w as that it is --

             17  and I agree that they are allowed to change their

             18  proposal, but when I talk about th e inability to

             19  address all the depth, no one has been able to

             20  analyze it.  They haven't run numb ers, right?  There

             21  are no forecasts for this proposal .

             22             There is no -- no one h as been able to

             23  test out what this proposal would do.  So that's why

             24  I say it is difficult to address i t all because we

             25  weren't given an opportunity to ha ve our experts
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              1  test out the structure.

              2             That said, however, I d o think that you

              3  can take -- there are certain thin gs you can take

              4  away from it.  One, the whole mult iple rates thing

              5  is not necessary, right?  We liste ned to it for a

              6  long -- Google saying we have to h ave all these ten

              7  models.  Well, now we know we don' t have to have all

              8  these ten models.

              9             So all of the arguments  that we were

             10  hearing about how the industry is going to collapse

             11  if we don't have ten models, it tu rns out is

             12  actually not so true.

             13             JUDGE STRICKLER:  From -- from Google's

             14  point of view?

             15             MR. SEMEL:  Correct.  A nd I will note

             16  also, Google submitted joint propo sed findings with

             17  the other three people, so at best  what you have is

             18  four people submitting the exact s ame findings and

             19  reaching different conclusions abo ut what you need.

             20             So I am not sure what t hat says about the

             21  other conclusions.  That said, I d on't think that we

             22  need Google's admissions to see th at you don't need

             23  to have ten different models for t his.

             24             But also I think you se e -- so, you know,

             25  the top quote here is hammering ho me the point
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              1  disputed by the Services which is this whole revenue

              2  attribution and displacement issue s.  And this is an

              3  admission, that these are -- they probably don't

              4  need this admission, but these are  issues.  And

              5  these have always been issues.

              6             Revenue attribution and  displacing is a

              7  major problem.  They haven't fixed  it, as we just

              8  saw with the definitions and value s and structure.

              9  Nothing has been done to provide t hat protection,

             10  but it has always been an issue.

             11             Then in the bottom this , I think, is very

             12  important.  Google is basically sa ying that the

             13  other TCC prong proposals don't wo rk, right?  So the

             14  other three proposed cap TCC prong s.

             15             So what is Google admit ting here?  You

             16  need to remove the caps to allow t he TCC prong to

             17  flexibly protect against downside risk.  Or at least

             18  they think that.

             19             So a capped TCC prong c ertainly does not

             20  work.  And Your Honors got at this , I believe, at

             21  the hearing a couple of times, tha t you hit up

             22  against the cap so it is not doing  you any good any

             23  more, but also an uncapped TCC pro ng doesn't work.

             24             And you see this in, th ere was a little

             25  bit of back and forth about measur ement problems and
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              1  label affiliations.  And I thought  it was very

              2  interesting, Your Honor asked abou t would there be a

              3  way to fix the label affiliation p roblem under the

              4  TCC prong?  And Mr. Steinthal said :  I'm sure we can

              5  come up with a solution for that.

              6             Well, I am the last clo sing argument.  So

              7  I am not sure who is coming up wit h a solution for

              8  that or how it is going to be pres ented to Your

              9  Honors in this case, but they are proposing this.

             10  This is the problem with proposing  something after

             11  the hearing is over.

             12             They don't -- we could come up with a

             13  solution for how to protect under this prong but we

             14  haven't.  And I am not sure when w e are going to.

             15             And -- but as you see h ere also, this is

             16  making the point that equity value , increase in

             17  equity value is not compensated.  It is just a fact

             18  under the way they have defined ap plicable

             19  consideration.  But what that mean s is that you

             20  can't capture all of this value th at the labels are

             21  getting.

             22             I mean, the TCC prong b inds you to the

             23  labels, but it doesn't -- I call t hem sort of

             24  side-car royalties, where you are hitching them to

             25  somebody else.  But then you are n ot guaranteeing
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              1  that they don't unbolt you and dri ve off without

              2  you.

              3             And equity is one of th e ways in which

              4  that happens.  It talks about what  if streaming

              5  services become labels?  What if l abels become

              6  streaming services?

              7             I mean, there is plenty  of ventures out

              8  there in which labels are partners .  How does that

              9  get worked out in this?  Again, wh at is the answer?

             10  I'm sure we could come up with a s olution for that.

             11             But we're over.  The he aring is over.  We

             12  didn't come up with a solution for  that is another

             13  way of saying we could come up wit h a solution for

             14  that.

             15             And the side car, I blo cked this out,

             16  we're going to get to it a little later, it is

             17  probably not very easy to read, so  I am tell you I

             18  am going to address what is blacke d out later when

             19  we're in closed.  Moving right alo ng.

             20             But this idea that a si de-car royalty

             21  rate protects is based on the idea  that the labels

             22  protect their own interest and tha t by definition is

             23  going to protect the Copyright Own ers, if they get a

             24  percentage that is defined under t his applicable

             25  consideration, but the problem is applicable
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              1  consideration can't necessarily --  it is not a

              2  guarantee that all of the value wi ll properly be

              3  translated.

              4             And it has the same tra nsparency

              5  problems, and it has the same enfo rcement problems

              6  as before.  You are hitching us to  the labels.  You

              7  are forcing the licensors, the Cop yright Owners,

              8  into a position where they don't r eally know.  They

              9  don't know what is being accounted  for and what is

             10  not.  They don't know about these affiliations.  And

             11  it is the same problem you get wit h revenue

             12  measurement.

             13             I think I will get into  the bottom of

             14  this, which is sort of a very conc rete example of

             15  how the labels' interests are not the same as the

             16  Copyright Owners -- the Copyright Owners' interests

             17  in many situations.

             18             JUDGE STRICKLER:  But D r. Eisenach's

             19  approach creates a proposed ratio --

             20             MR. SEMEL:  Correct.

             21             JUDGE STRICKLER:  -- be tween sound

             22  recording royalties and mechanical  royalties.  So

             23  doesn't he also put Copyright Owne rs at the mercy to

             24  some extent of whatever the sound recording labels

             25  are willing to negotiate?
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              1             MR. SEMEL:  That's a gr eat point.  And I

              2  think that's a very important thin g to talk about,

              3  which is that Dr. Eisenach's appro ach, his relative

              4  value benchmarking, is in large pa rt based on the

              5  same concept as the TCC prong, rig ht?  It is the

              6  idea, and here you see that it tet hers the musical

              7  works rate to the sound recording rate.

              8             Now, the difference is that the TCC

              9  prong, again, it puts you in the s ide car and pushes

             10  you down the road.  And what happe ns after that is

             11  that you can get unbolted from the  side car.

             12             What Dr. Eisenach does,  it is the same

             13  relative value analysis, but then he translates it

             14  to a usage-based rate, which these  tribunals have

             15  consistently found that's the way to make sure that

             16  for the next five years, it stays fair because we

             17  don't know what is going to happen .

             18             JUDGE STRICKLER:  So he  freezes it in a

             19  per-unit fashion?

             20             MR. SEMEL:  Correct.

             21             JUDGE STRICKLER:  But p art of the way he

             22  freezes it is also by extrapolatin g what he believes

             23  the future rates will be for purpo ses of setting

             24  this ratio, such as using the Pand ora direct

             25  agreements and extrapolating out l inearly to 2022 a
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              1  pattern?

              2             MR. SEMEL:  Well, the t hing I would say

              3  about the Pandora rate, and I thin k this is

              4  important to say because it has be en noted by a

              5  couple of Services, to say that Dr . Eisenach is

              6  extrapolating the rate out into th e future is not

              7  exactly what is happening, right?

              8             He is -- the Pandora an alysis is really

              9  analysis of removing regulation, r ight?  His

             10  analysis is basically, it is -- he  is controlling

             11  for regulation that is just sort o f happening over

             12  time.  So it is not so much saying  that future

             13  forecasts are going to lead to thi s rate, but that

             14  regulation would get removed in th e future so it is

             15  more -- you get it.

             16             JUDGE STRICKLER:  That very point was

             17  troubling me when I was looking th e other day at

             18  what he did, because he extends it  out in a graph,

             19  while you can say it is not really  over time, but

             20  you look at the axis, it is years.   It is not

             21  degrees of regulation or degrees o f deregulation.

             22  He got to a point where there was a real risk of, I

             23  guess it was withdrawal rather tha n

             24  fractionalization and that was cau sing those rates

             25  to go up in the direct licenses.
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              1             MR. SEMEL:  Yes.

              2             JUDGE STRICKLER:  And t hen at some point

              3  then the fear of withdrawals argua bly subsided and

              4  the question was how to account fo r that.  So he was

              5  equating the risk of deregulation,  if you will, with

              6  years, and there was really no rea son to make that

              7  correlation, was there?

              8             MR. SEMEL:  I think you  are correct.  And

              9  I think he clarified it at the hea ring.  I do think

             10  that he clarified at the hearing w hat he was trying

             11  to get at with that.

             12             And I think it was take n too much to be a

             13  forecast, some sort of financial f orecast when what

             14  he was really trying to do is capt ure -- and we will

             15  get into this in a little bit -- t his seesaw effect

             16  that you get with regulation being  applied below

             17  market and not.

             18             JUDGE STRICKLER:  And i t turned out to

             19  be, if you didn't do his extrapola tion, a heck of a

             20  difference, if you will, because i t was like 3.65 to

             21  1 -- and I am off with the numbers  here -- versus

             22  like 4.5 or 4.6 to 1, which is a b ig difference

             23  percentage-wise.  It is like 33 pe rcent versus like

             24  22 percent, right?

             25             MR. SEMEL:  I think tha t's absolutely
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              1  right.  The thing I would say abou t that, and I

              2  think he made this clear at the he aring, is that he

              3  didn't intend the Pandora analysis  to be taken as

              4  some precise rate, but I think his  words were

              5  really, what I'm saying is it is g oing to be less

              6  than 4.65.

              7             He wasn't trying to say  it was going to

              8  be precise, but it was really to s how the interplay

              9  of the rates.

             10             JUDGE STRICKLER:  Well,  he had -- he

             11  narrowed his potential benchmarks too, that he said

             12  were most probative.  And that was  one of them,

             13  right?

             14             MR. SEMEL:  I think tha t is correct.

             15             JUDGE STRICKLER:  The o ther is a YouTube

             16  one.

             17             MR. SEMEL:  Yes, and we  will discuss.  I

             18  think that is correct.  We will di scuss.  And yes, I

             19  think that is correct.

             20             So I do think it is imp ortant to note the

             21  similarity because the, you know, the Services

             22  attacked Dr. Eisenach's method but  they embrace his

             23  method as well.  The TCC prong is Dr. Eisenach's

             24  method.  It is just not done in a solid economic

             25  manner.
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              1             And that gets to how Go ogle applied its

              2  TCC prong.  And this is the Subpar t A benchmark.

              3             And this is critical.  It is relied on

              4  not just by Google but by other Se rvices as well.

              5             And what this chart is trying to show is

              6  the difference in comparability.  So what Dr.

              7  Eisenach has done and what the TCC  does is it comes

              8  up with a relative valuation betwe en musical works

              9  and sound recordings because of th is unique

             10  situation that they have throughou t, in many places

             11  in the market, which is that they are perfectly

             12  complementary rights for a third-p arty service.

             13             So you have these situa tions -- and this

             14  is the top part -- where it is the  same -- they are

             15  both licensing the same licensee f or the same use,

             16  and they are needed in the same --  in the

             17  complementary need.  And so there you see the

             18  licensee is valuing them, they are  being negotiated,

             19  and it does give you a very good w indow into the

             20  relative valuations.

             21             And that is benchmarkin g, right?  That

             22  complementarity is completely lost  under Subpart A.

             23  Subpart A has nothing to do with t hat

             24  complementarity.

             25             In Subpart A, there is no sound recording
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              1  royalty.  The labels are the licen see.  They are

              2  paying a fixed per-unit fee.  And to use Subpart A

              3  as the settlement as a benchmark, but under Subpart

              4  A, if you talk about it as a settl ement, it is the

              5  entire industry settling the entir e world of Subpart

              6  A.  So that's physical, downloads,  everything.

              7             They are trying to pull  out one part of

              8  that and almost like pulling one p art of the deal

              9  out, the digital download portion,  and find out what

             10  the labels make off of that in the  market and

             11  compare it with the Subpart A rate .

             12             And it really as apples  to oranges as you

             13  get.  And you will -- and this was  specifically

             14  stated, and I think it was 1998 PS S, the same thing

             15  was done and they said the same th ing.  You are

             16  comparing a fixed penny rate with the money that

             17  they go out and make in the market place.  That's not

             18  the relative value ratio you want.

             19             JUDGE STRICKLER:  And a t the outset when

             20  you began your closing, Mr. Semel,  you said you were

             21  torn between responding to what th ey said and

             22  sticking with your outline, but yo u would start off

             23  at least with your outline, which I respect, but I

             24  am interested in response to a par ticular question

             25  because it relates to the Subpart A versus Subpart
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              1  B.

              2             Mr. Steinthal pointed o ut in one of his

              3  slides what he claims to be incons istent statements,

              4  shall we say, by the Copyright Own ers with regards

              5  to whether this is substitutabilit y between digital

              6  downloads or physical.

              7             MR. SEMEL:  Yes.

              8             JUDGE STRICKLER:  And s treaming.  And the

              9  words are, he claims, you should c onstrue them as

             10  polar opposites.

             11             MR. SEMEL:  Yes.  So I am glad you

             12  mentioned that.  One of my colleag ues told me to do

             13  that first and I forgot.  There is  a Post-It out

             14  there that says "do that first."

             15             So it goes all the way back to when I was

             16  supposed to do it, it was probably  slide -- could

             17  you bring up slide 4?

             18             JUDGE STRICKLER:  Your slide 4?

             19             MR. SEMEL:  He is going  to bring it up,

             20  yeah, our slide 4.  Sorry.

             21             And where I was going t o talk about it

             22  here was when we talk about the pe r-user rate prong

             23  that on-demand access substitutes for ownership.

             24             And the Copyright Owner s don't dispute

             25  this, that access substitutes for ownership in the
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              1  market.  The point that they pulle d this sort of out

              2  of context statement where we had said streaming and

              3  downloads don't substitute for eac h other.  And the

              4  point in context that is trying to  be made there is

              5  that -- and this is more in connec tion with the

              6  conversion ratio-type of analysis,  which is that a

              7  download does not substitute for o n-demand access

              8  from a subscription service.  Almo st like the

              9  reverse, that a streaming service does -- that

             10  access substitutes for ownership.  You don't need

             11  your collection if you have access  to the service.

             12             But the reverse doesn't  work.  In other

             13  words, a download, one download, w hen you have, say,

             14  the 150-to-1 or the 100-to-1, one download is not

             15  the same as 100 streams of any son g you want.  And

             16  that's -- and so the distinction t hat the Copyright

             17  Owners are making there is that is  apples to

             18  oranges, that one download is not the same as an X

             19  number of streams of any songs you  want.  And it is

             20  one of the critical problems with this whole

             21  conversion ratio analysis.

             22             JUDGE STRICKLER:  Well,  let's take that

             23  as so, for purposes of the argumen t.  So you are

             24  saying you can't make a quantity c onversion because

             25  it is apples to oranges with regar d to streams
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              1  versus downloads, but -- so that's  an argument that

              2  could be made, and you are making it, attacking the

              3  100-to-1, 137-to-1, what have you.

              4             But the argument that I  understood Mr.

              5  Steinthal to be making did not rel ate to the

              6  conversion factor of 137-to-1.  He  was making a

              7  revenue comparison.  You are takin g the 9.1 or

              8  9.6 percent, as Dr. Marx calculate d it with the

              9  higher, you know, longer songs and  you find a

             10  percentage of revenue that is bein g received by the

             11  Copyright Owners and saying, well,  if there is

             12  substitution, that revenue percent age should be

             13  essentially equal.  And the Copyri ght Owners'

             14  position is not allowing for that to happen.

             15             MR. SEMEL:  Well, I mea n, I think the

             16  problem that I have, and this gets  to where we were

             17  before at 46, the problem I have, and if I miss you

             18  correct me, but with this Subpart A analogy is that

             19  it is supposed to be a benchmarkin g exercise.  And

             20  the key to make -- what makes benc hmarks work is

             21  comparability.

             22             Just picking something that happens in

             23  the musical works world and someth ing comparable in

             24  the sound recording world and comp aring them, that's

             25  a relative valuation that doesn't tell you much.
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              1             It is really the third- party that is

              2  valuing the complementary rights a nd the marketplace

              3  negotiation that takes place betwe en the rights.

              4  That's what gives you the special value in the

              5  relative value context.

              6             Otherwise, you are not really

              7  benchmarking, you are just kind of  picking two

              8  things that are happening and comp aring them.

              9             The penny rate is a fix ed fee.  The

             10  labels are going out and making wh atever they want.

             11  Some are making a lot; and some ar e making a little.

             12  They pay the same amount regardles s.

             13             When they do physical, they have to pay

             14  for manufacturing.  And so they ar e making much

             15  less.  But the Subpart A settlemen t is for all of

             16  those uses.  And Dr. Leonard is pi cking one use out

             17  and comparing it, but that's not - - it is just --

             18  you don't have the negotiation.  Y ou don't have the

             19  complementarity.  It is an incredi bly contrived

             20  ratio that is not really a benchma rking exercise.

             21             JUDGE STRICKLER:  Well,  maybe I am wrong.

             22  I thought Dr. Leonard separated ou t the physical

             23  versus the digital downloads and m ade a comparison

             24  to each of those separately agains t the Subpart B?

             25             MR. SEMEL:  Well, right , but the problems
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              1  is what he is trying to compare is  what the labels

              2  -- Mr. Steinthal said we say they are comparing

              3  royalties on the musical works end  to distribution

              4  manufacturing revenues, on the oth er end, right?

              5  And he says:  That's not what we'r e doing.  We're

              6  comparing royalties to royalties.  But that's not

              7  really the case, right?

              8             The labels are the lice nsees.  What they

              9  get out of that is their manufactu ring and

             10  distribution costs.  And with phys ical, those would

             11  have to be -- if you are trying to  get some sort of

             12  -- this is why I say this is where  the benchmarking

             13  breaks down because you are compar ing an apple and

             14  orange.  He is trying to say the l abels get this

             15  much and the musical works owners get this much, but

             16  manufacturing costs money.  They s hould get back

             17  their costs for that.

             18             And that needs to be ta ken out as well.

             19  And their distribution costs have to be taken out as

             20  well.  So the ratio is going to be  a lot closer in

             21  that scenario.  And then he goes, oh, but digital is

             22  the scenario where it is almost li ke a royalty,

             23  right?  Because in digital you are  maybe giving it

             24  to iTunes and you are taking your 70 percent and it

             25  is a little bit more analogous.
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              1             But you are plucking di gital out of the

              2  settlement that dealt with physica l.  And you can't

              3  -- this is where it all breaks dow n.

              4             It is like taking one t erm out of the

              5  deal and valuing it without lookin g at anything

              6  else.  The Subpart A settlement is  a settlement for

              7  all of the uses.  And a lot of tho se uses, the

              8  labels are making significantly le ss.

              9             They are paying manufac turing and

             10  distribution cost and they are mak ing a lot less.

             11  Picking one use out of that and co mparing it -- and,

             12  again, also, there is this fixed f ee aspect of it.

             13             You know, they are gett ing a fixed fee.

             14  What the labels get out of that is , again, sort of

             15  due to their industrious and their  innovation.  What

             16  we say is the benefit of usage pri cing.  And Apple

             17  has talked about that as well.

             18             Usage-based pricing let 's people go out,

             19  if you've got a good song you get it for $1.29.  If

             20  you have a bad song, you sell it f or 49 cents.  You

             21  still pay the 9.1 regardless of th ose two.

             22             So I just think that it  is really not a

             23  benchmarking analysis and --

             24             JUDGE STRICKLER:  Why d o we care about

             25  the sound recording companies' or the labels' costs
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              1  when we're trying to do a comparis on of royalties

              2  that are attributable, received by  the Copyright

              3  Owners?

              4             The sound recording -- maybe I am missing

              5  your point -- but the labels' cost s seem to be

              6  irrelevant there.  The question of  what -- of 9.1 or

              7  9.6 as a percentage of a denominat or, that I

              8  understand, the song can be sold f or $1.29 or $1.10

              9  or 49 and the discount there or wh atever.

             10             MR. SEMEL:  Right.

             11             JUDGE STRICKLER:  I tho ught -- and I will

             12  have to go back and look -- that D r. Leonard took

             13  some sort of an average of the pri ces that you -- I

             14  will have to look at your papers a gain -- maybe you

             15  dispute the way he calculated that  denominator, but

             16  it would seem to me that that's --  that the labels'

             17  costs are not relevant to that at all.

             18             It is the amount of roy alties divided by

             19  the revenues that are realized fro m the downstream

             20  download or physical sale, whateve r that

             21  denominator, by however that might  properly be

             22  calculated.

             23             MR. SEMEL:  Right.  So that -- so a

             24  couple things there.  One, we do c ertainly dispute

             25  the numbers that he got, but I thi nk that's a



Heritage Reporting Corporation
(202) 628-4888

                                                                  6294

              1  secondary point because there is a  much larger

              2  problem.

              3             I think, and correct me  if I got it

              4  wrong, I think what you are modeli ng in that second

              5  part is more of a comparison for, in a sense, what

              6  the headline rate would be under r evenue find.  You

              7  are talking about the revenues tha t the distributor

              8  gets compared to the royalty, righ t?  So, I mean, in

              9  that sense --

             10             JUDGE STRICKLER:  Well,  compared to the

             11  retail price.

             12             MR. SEMEL:  The retail price, correct.

             13             JUDGE STRICKLER:  It is  the royalty

             14  divided by the retail price.  I do n't think this

             15  analysis looks towards distributor  versus -- versus

             16  owner.

             17             MR. SEMEL:  Right.  I t hink that's right.

             18  And I think that's more comparable  to -- remember,

             19  they are using this to figure out the TCC prong,

             20  which is kind of a relative value,  not what the

             21  sound recording owners get in roya lties from a

             22  third-party.

             23             And when you look at to tal revenues, your

             24  -- I don't -- I want to make sure I am not missing

             25  your question.  I think it really comes back on some
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              1  levels to the fact that this is a marketplace

              2  benchmarking analysis.

              3             So what you are trying to do is you are

              4  trying to take the value that you get from the

              5  market, looking at a transaction, through all the

              6  things that it bakes into it and s ee the relative

              7  value.  But you don't have those m arketplace

              8  transactions in Subpart A.  So you  don't have

              9  that -- all the special things you  get from

             10  benchmarking don't exist.

             11             You have a global settl ement for all uses

             12  that musical works owners are nego tiating under the

             13  shadow of the compulsory in a decl ining market and

             14  all of the things that go into a s ettlement of a

             15  rate proceeding, and you are compa ring that against

             16  what sound recording owners get on  a single product

             17  in the free market.  It is so appl es to oranges to

             18  me.

             19             JUDGE STRICKLER:  If I remember

             20  correctly, the Services are making  the -- I mean,

             21  more narrowly, they are looking at  the Subpart A

             22  rates as existed beginning in 2012 , to the upcoming

             23  rate.

             24             If I remember correctly , Copyright Owners

             25  objected to any discovery by the S ervices of what
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              1  went into the settlement that -- o f the rates that

              2  will now exist 2018 through 2022.  So the real

              3  benchmark, or falling short of a b enchmark, or weak

              4  benchmark, depending how you want to characterize

              5  it, is the old rate, which happens  to be the new

              6  rate, not however you decided to d o the new rate.

              7             MR. SEMEL:  I think tha t's probably a

              8  fair characterization.  I would sa y, though, they

              9  don't have any information about t he old rate.  I

             10  mean, it is not like they put in e vidence about the

             11  economic rounding behind the old r ate or the new

             12  rate.

             13             So the fact that there wasn't discovery

             14  on the new rate, it is not like th ey presented

             15  something on the old rate.  But, m ore importantly,

             16  again, it is not -- the whole reas on the relative

             17  valuation, right -- so what are we  doing with

             18  economic benchmarking, right?  I d on't have to tell

             19  you this, but you are taking an un regulated market

             20  and you are sucking the beauty tha t you get out of

             21  marketplace value, right, when par ties are

             22  negotiating, all the things that t hey are factoring

             23  in, cross elasticities of demand a nd substitutional

             24  and promotional substitutional eff ects and you are

             25  translating that into a regulated market to give you
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              1  the benefit of that because regula tion takes that

              2  out, right?

              3             So the relative valuati on is trying to

              4  get that marketplace information a nd put it into the

              5  regulated market.  That saves Your  Honors from

              6  trying to do something without the  information.

              7             JUDGE STRICKLER:  And y ou referring to,

              8  in your argument you just made, yo u are referring to

              9  the Subpart A rates in the regulat ed market --

             10             MR. SEMEL:  Right.

             11             JUDGE STRICKLER:  -- ev en though it was a

             12  consensual settlement?

             13             MR. SEMEL:  Correct.  T here was a great

             14  deal -- that's one part of it, yes .  There is a

             15  great deal of testimony about how,  first of all,

             16  this is not a marketplace transact ion.  So you are

             17  not getting any of -- what you are  getting at best

             18  are, you know, the different dispu te points and the

             19  game of guessing and the tea leaf reading of what

             20  the Judges are going to do, but yo u don't get all of

             21  the value.

             22             More importantly, that is a strict

             23  benchmarking, right?  In a relativ e value

             24  benchmarking, you are actually ben chmarking two

             25  markets, right, because you are tr ying to compare --
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              1  like it is a two-step process, rig ht?

              2             You are doing the relat ive value and so

              3  you need to get the relative value  from both ends in

              4  the free market.  And then you tak e that relative

              5  value, you move over to your regul ated market,

              6  right, and you apply your value to  the unregulated

              7  part of your new market.  And that  outputs your fair

              8  rate in your new market.

              9             So in the relative valu e situation, both

             10  sides need to be unregulated.  Tha t's what gives you

             11  your fair ratio.  Then you take th at ratio and you

             12  move over to your regulated market , you take your

             13  sound recording royalties, which a re unregulated

             14  and, boom, it outputs.  And that's  what TCC is,

             15  right?

             16             That is essentially wha t they are saying

             17  is take what the sound recording e ntities are making

             18  in this market because they are fr ee, they can get

             19  what they want, it gives you a fai r rate, and apply

             20  this value to it.

             21             Now, they haven't expla ined where TCC

             22  comes from.  And Dr. Eisenach has instead done an

             23  actual relative value benchmarking  analysis where he

             24  looks for examples in the marketpl ace.  Subpart A is

             25  utterly divorced from that.
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              1             JUDGE STRICKLER:  You s aid -- you said

              2  that Dr. Leonard, to your recollec tion, you may well

              3  be correct, was using the Subpart A ratio for a TCC

              4  use.

              5             MR. SEMEL:  Yes.

              6             JUDGE STRICKLER:  Didn' t Dr. -- correct

              7  me if you think I am wrong about t his -- didn't Dr.

              8  Marx do the same analysis, two dif ferent ways.

              9             MR. SEMEL:  Yes.

             10             JUDGE STRICKLER:  One u sing the streaming

             11  conversion, one without, which was  the same sort of

             12  approach that Dr. Leonard used but  she doesn't use

             13  it for TCC.  This is the part I ne ed you to tell me

             14  if I am wrong about.

             15             She uses it to say this  -- this

             16  demonstrates that the overall rate  structure that

             17  exists now is fair, including the headline rate.

             18  Isn't that her point?  I am not as king you to agree

             19  with her point.

             20             MR. SEMEL:  No, no, no.

             21             JUDGE STRICKLER:  I am asking whether

             22  that's her point.

             23             MR. SEMEL:  I think tha t that is correct.

             24  I think that she takes the total r etail price of

             25  downloads and divides the 9.1 into  it and takes that
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              1  as the headline rate ratio.  I bel ieve that is

              2  correct.

              3             But, again, I just thin k this is why I

              4  think sometimes, right, you become  so divorced from

              5  a concept that you can't even make  -- you can't even

              6  start to correlate where it is wro ng.

              7             Like this is just so fa r removed from

              8  what marketplace benchmarking is, that it is almost

              9  hard to correlate how wrong it is.   There is no

             10  marketplace aspect of this at all.   The musical

             11  works are not -- the labels -- the re is no sound

             12  recording royalty.  You are under the shadow of the

             13  compulsory.  So --

             14             JUDGE STRICKLER:  But t he argument still

             15  remains that the Copyright Owners say that streaming

             16  is substituting for digital downlo ads and physical

             17  sales, as a general proposition th ere is that kind

             18  of substitution going on in the ma rketplace?

             19             MR. SEMEL:  Absolutely.

             20             JUDGE STRICKLER:  How d o you measure it?

             21  I mean, this you reject.  I unders tand your

             22  rejection of it.

             23             What in the record demo nstrates that such

             24  substitution does exist?

             25             MR. SEMEL:  I think the re is admission on
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              1  both sides, I believe several Serv ice experts

              2  admitted there is substitution hap pening in the

              3  market.

              4             JUDGE STRICKLER:  And t his doesn't

              5  capture it or belie it?

              6             MR. SEMEL:  Well, I don 't -- yes, I don't

              7  --

              8             JUDGE STRICKLER:  "This " being the

              9  Subpart A comparison.

             10             MR. SEMEL:  Right, I do n't think that

             11  this even tries to do that.  This is not a -- this

             12  is an attempt to get a relative va luation for the

             13  TCC prong.  So that's why I say --

             14             JUDGE STRICKLER:  For D r. Leonard, for

             15  the whole nine yards?

             16             MR. SEMEL:  Yes.

             17             JUDGE BARNETT:  For the  purposes of our

             18  record, there has been a lot of di scussion about

             19  "this."  "This" being your demonst rative slide

             20  number -- we don't have numbers on  ours.

             21             MR. SEMEL:  I'm sorry, you don't have

             22  numbers.  So if I give you the num ber it won't help.

             23             JUDGE BARNETT:  It will  help the record.

             24             MR. SEMEL:  So it is 46 .  And it has at

             25  the top Subpart A rates are not a benchmark or
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              1  informative.

              2             JUDGE BARNETT:  Thank y ou.

              3             MR. SEMEL:  And I think  that's right.  I

              4  think Dr. Marx tries to use it to do the headline

              5  rate.  Although I will note, anoth er problem with

              6  Dr. Marx, Dr. Marx comes out with something like a

              7  2 percent headline rate for mechan ical works, but

              8  then does a Shapley analysis and c omes out at 3-to-1

              9  as the relative valuation of sound  recording rights

             10  to musical works rights.

             11             So the depth of inconsi stency between her

             12  Subpart A benchmark analysis and h er Shapley, which

             13  is supposed to determine the fair allocation, I

             14  think, shows how inapposite the Su bpart A analysis

             15  is.

             16             And have I answered all  the questions?

             17             JUDGE STRICKLER:  Yes.  Thank you.

             18             MR. SEMEL:  I do think this is very

             19  important because Subpart A is rea lly what they are

             20  leaning on for everything.  And it  is not an

             21  economic benchmarking analysis.

             22             And I don't understand,  again, economic

             23  benchmarking is clear.  You take a n unregulated

             24  market and you take that informati on to the

             25  regulated market.  Why are all of their experts
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              1  ignoring all of the marketplace sc enarios where

              2  musical works and sound recordings  are operating,

              3  and instead focusing only on this proceeding,

              4  phonorecords, right?

              5             Subpart A is phonorecor ds.  The current

              6  rates are phonorecords, gives them  the shadow.  They

              7  basically are saying let's just ta ke what we have

              8  currently got and find some way to  bake it into

              9  things going forward.  The distort ion from

             10  markets -- from the regulation, I' m sorry.

             11             Okay.  So now we have b een talking a lot

             12  about benchmarking.  So maybe we c an swing through

             13  this.  I do want to note, because there is a great

             14  deal of dispute in the papers abou t sort of

             15  marketplace benchmarking and what it means.

             16             And I think that Mr. Ma rks talked about

             17  how we were claiming that you can' t look at the

             18  current rates or the direct deals under it.

             19             First of all, Dr. Eisen ach includes the

             20  current rates and the direct deals  under it in his

             21  benchmarking analysis.  They are t he high end of his

             22  range of relative values.  So far from saying you

             23  can't look at them, Dr. Eisenach d oes look at them,

             24  and he factors them in.

             25             So --
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              1             JUDGE STRICKLER:  Which  rates are you

              2  referring to now?  Which ratio?

              3             MR. SEMEL:  The TCC pro ng and the direct

              4  deals underneath it, that basicall y mirror the TCC.

              5             JUDGE STRICKLER:  When you say he factors

              6  them in, he doesn't really factor them in.  He

              7  considers them as benchmarks and t hen, just like he

              8  does on the opposite end with his one-to-one synch

              9  ratio, he says but they are not go od, so I have

             10  considered them, I have weighed th em, they are out.

             11             And as we just discusse d a few minutes

             12  ago, he settles on two different b enchmarks that he

             13  thinks are more in the middle.  An d he uses those.

             14             MR. SEMEL:  I think he would say that he

             15  sets the range with the outside ma rks, and he finds

             16  more comparable benchmarks in the middle.  But I

             17  don't know that he would say he th rows out those

             18  others.

             19             I think you are effecti vely correct in

             20  that he focuses on two other bench marks, but he is

             21  very clear that his range is one-t o-one to

             22  4.76-to-1.  And that 4.76 is the c urrent rates.

             23             JUDGE STRICKLER:  He ha d one all the way

             24  up to 12-to-1.

             25             MR. SEMEL:  No, that's what they say.
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              1             JUDGE STRICKLER:  He di dn't have that in

              2  his report?

              3             MR. SEMEL:  He talks ab out -- so this is

              4  part of the Pandora analysis of wh en you remove

              5  regulation.  And he talks about in  the past, there

              6  was -- there were rates that were as high as that,

              7  but they have come down now.

              8             So that's the epitome o f using old data.

              9  So those are using something that has been

             10  superseded in the current market, so he doesn't

             11  include that as a benchmark, those  old rates.

             12             So I want to say that t he Services have

             13  admitted, thankfully, that the pla ce to start here

             14  is marketplace benchmarks because there is a bit of

             15  back and forth over it, but I do t hink it is clear

             16  from the precedent and, despite th e conflict, while

             17  we may say that Your Honors can lo ok at settlements,

             18  and Dr. Eisenach does look at sett lements, the

             19  proper place to start is with mark etplace

             20  benchmarks.

             21             And then, you know, thi s is just noting

             22  that marketplace benchmarks are no t benchmarks in

             23  the shadow.  And, again, it is not  to say that Your

             24  Honors can't look at things in the  shadow, but,

             25  again, it is -- the marketplace is  what gives you
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              1  all of the things that you want in  a benchmarking

              2  analysis.

              3             So if you had nothing e lse to look at,

              4  you would look at that, but the pr eferable

              5  benchmarks are the marketplace ben chmarks.

              6             JUDGE STRICKLER:  Let m e ask you a

              7  question about Dr. Marx's approach  because you said

              8  that thankfully all the Services b egin with a

              9  benchmark, marketplace benchmark a nalysis.  And I

             10  was having a little difficulty --

             11             MR. SEMEL:  I would say  I don't say that,

             12  but I say they agreed in an admiss ion in the

             13  findings that you should.  I don't  think they do.  I

             14  don't think any of them do any mar ketplace

             15  benchmarking at all.

             16             JUDGE STRICKLER:  Okay.   Regardless of

             17  what they admit to here, because I  was having a bit

             18  of a problem with it because if yo u read Dr. Marx's

             19  analysis, she begins, if I remembe r correctly, with

             20  an 801(b), which is, while it is n ot necessarily

             21  wrong, it is not historically -- i t is not

             22  consistent with historical precede nt to go about

             23  that.

             24             And she goes to factor A and says what

             25  you want to do is maximize the sur plus, and after
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              1  she basically calculates a surplus , she then plugs

              2  in a Shapley value in factors B an d C.  And after

              3  she comes up with those numbers, s he says you see

              4  that shows what exists now under t he 2012

              5  settlement, which is now in the ra tes, is actually

              6  reasonable when I weigh one agains t the other, and

              7  if I weigh it against the Subpart A, I still find it

              8  reasonable.

              9             So doesn't she really c ome at it from, I

             10  am not saying right or wrong, but from a relatively

             11  unique aspect?

             12             MR. SEMEL:  I think tha t is entirely

             13  correct, yes, absolutely.  And I t hink also the way

             14  she uses different measures for di fferent factors.

             15  So the amazing thing to me is she says her benchmark

             16  analysis is aimed at the fourth fa ctor, and she was

             17  actually asked would you have diff erent benchmarks

             18  if you were trying to get at the s econd and third

             19  factor?  And she said yeah, you mi ght.

             20             But what does that even  mean?  What is

             21  the point of trying to benchmark - - you don't

             22  benchmark one factor.  It is this arbitrary idea

             23  that these four factors are someho w separate and can

             24  be dealt with separately.  And I t hink the precedent

             25  shows, you know, the four factors pull in different
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              1  directions.

              2             There isn't -- you are just constantly

              3  getting a push and pull if you go that way.  That's

              4  why I think -- and this gets at wh at marketplace

              5  benchmarking does -- you start wit h the benchmarks

              6  and then you adjust, if you need t o based on the

              7  objectives.

              8             JUDGE STRICKLER:  It is  not required by

              9  statute or by regulation that the Judges utilize

             10  benchmarks.  We have seen in diffe rent proceedings,

             11  SDARS proceedings where someone at tempts to model

             12  from the ground up.  We have seen it in SDARS II

             13  where the Judges had to basically reject benchmarks

             14  to some extent and go with histori cal rates as

             15  adjusted.

             16             And then there was a di spute between the

             17  majority and the dissent to that, as to how much you

             18  use benchmarks.  So benchmarks are  not there

             19  historical, it is consistent with what the Judges

             20  have done, but there is nothing, u nless you can -- I

             21  guess I am asking you -- is it you r position that

             22  we're required to begin with bench marks and then

             23  adjust them or if we thought it wa s appropriate,

             24  could we go the route that Dr. Mar x went, which is

             25  start off with 801(b) factors and then weigh your
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              1  result against things you think ar e benchmarks?

              2             MR. SEMEL:  Right, I th ink that, again,

              3  going back to the idea that Your H onors have broad

              4  discretion, and I think the bindin g issue here is

              5  reasonableness.

              6             And I think that if it was -- I think

              7  that if it was reasonable to ignor e marketplace

              8  benchmarks, if for some reason it was unreasonable

              9  to look at marketplace benchmarks,  then you could go

             10  down that path, but I will note th at in SDARS,

             11  which, again, in SDARS II I'm talk ing about here,

             12  which again I believe at least Jud ge Barnett you

             13  were on the Panel then, there was a very little

             14  evidence that was presented, right ?

             15             JUDGE BARNETT:  First d ay on the job,

             16  first day of that hearing, so...

             17             MR. SEMEL:  Sorry to ca ll back.  Maybe I

             18  shouldn't be telling you what I re ad between the

             19  lines of what you wrote but, you k now, it seems like

             20  the lack of evidence was palpable there.  And that

             21  may draw you to a place where you just don't have

             22  anything to work with.

             23             I will note on the appe al there, again, I

             24  don't think there is something wro ng saying you

             25  can't look or, no, you can complet ely ignore or --
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              1  I'm sorry.  I don't think there is  anything that

              2  says you absolutely have to look a t marketplace

              3  benchmarks or start there, but I d o think in the

              4  appeal it made it kind of clear th at, well, when you

              5  don't have marketplace benchmarks,  it is reasonable

              6  to look somewhere else.

              7             And maybe that's not sa ying you have to

              8  start with marketplace benchmarks but maybe it is

              9  sort of saying, look, you are boun d by a

             10  reasonableness standard, and if yo u have marketplace

             11  benchmarks, I think you are walkin g close to the

             12  line of reasonableness to ignore t hem.  And that's,

             13  I guess, where I would come out.

             14             I don't think there is a hard and fast

             15  rule, but I do think the reasonabl eness factor may

             16  get you to a place where you have to really look at

             17  marketplace benchmarks, if you hav e them.

             18             JUDGE STRICKLER:  Look at them ab initio,

             19  not as a check against some previo us approach --

             20             MR. SEMEL:  Correct, ye s, that's what I

             21  mean.

             22             And, you know, the Serv ices make a lot of

             23  comments about the -- oh, this, I just want to say

             24  again, this is something that come s up a lot in

             25  their -- in the subtext of their a rguments.
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              1             And I don't know that I  have much to say

              2  about it except to point to it and  note that this is

              3  not -- this is not reflected anywh ere.  The idea

              4  that the 801(b) standard allows be low market rates

              5  by design, I don't think that that  is correct.  It

              6  is in their introduction.  It is n ot cited to

              7  anything.

              8             The standard is reasona bleness.  There

              9  can be adjustments that are made t o benchmarks, but

             10  those adjustments have to stay wit hin the reasonable

             11  range.  And I'm not aware of any i ndication that the

             12  reasonable range can be set outsid e what the

             13  marketplace benchmarks show.

             14             Now, if you have no mar ketplace

             15  benchmarks, then you are in a worl d where you have

             16  to work with what you have.  But i f you know what

             17  the marketplace range is, I don't believe you can

             18  set it below that range.

             19             JUDGE STRICKLER:  You t hink you can't set

             20  it below that range even through a n application of

             21  the four factors in 801(b)(1)?  Yo ur argument is you

             22  still have to stay within a market  rate?

             23             MR. SEMEL:  Within the reasonable range

             24  which generally --

             25             JUDGE STRICKLER:  Well,  no, stop.
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              1  Reasonable range or reasonable mar ket range?

              2             MR. SEMEL:  So I would say I think the

              3  standard -- no, I think the standa rd would be

              4  reasonable range.  However, again,  this gets back to

              5  how do you determine the reasonabl e range?  And I

              6  think the precedent is that you lo ok at marketplace

              7  benchmarks, if you have them for t hat.

              8             JUDGE STRICKLER:  Well,  it raises a

              9  question that came up again and ag ain with every

             10  economic expert, which is because the four factors

             11  include fair income and fair retur n.  And almost to

             12  an economist who testified, when t hey were asked how

             13  do you as an economist decide what  is fair, they

             14  started off with a disclaimer, don 't ask me, I don't

             15  know, economics doesn't tell you a nything about what

             16  is fair.  And some of them said:  But I can tell you

             17  what is a fair process.

             18             And then there is a mar ketplace process,

             19  if it is fair market value, I, mea ning not me, but

             20  I, the witness, says, well, I say that's -- that's a

             21  reasonable way of deciding what's fair or a Shapley

             22  value is a reasonable way of decid ing what is fair.

             23             But those are sort of, you know, that is

             24  sort of not the same thing as sayi ng the market

             25  rate.  You are using some sort of a proxy or a
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              1  stylized model, Shapley, to determ ine what is fair.

              2             To the extent Shapley i s intending to do

              3  what is fair, it is actually takin g things out of

              4  the market.  I think -- I think th e experts talk --

              5  I think it was Dr. Watt who said, yeah, the market

              6  allows for holdouts.  And he said:   We're going to

              7  take that -- Shapley takes that ou t.  So it is not a

              8  market because in the market you c ould have

              9  essential inputs who could hold ou t, but in Shapley

             10  we have gotten rid of it.  So your  own expert says

             11  not the market, because we're goin g to change the

             12  market to eliminate what he called , and there was

             13  debate on this, abuse of monopoly power and not

             14  monopoly power.

             15             MR. SEMEL:  I think tha t's absolutely

             16  fair.  And I think that Shapley is  -- also, I think,

             17  first of all, it is a unique theor y, right?  There

             18  is a reason why it is such a big t hing in economics.

             19  It is a very interesting and uniqu e way of getting

             20  at fairness, and one of the only w ays to get at it

             21  that is not marketplace.

             22             Now, what you talked ab out earlier with

             23  the experts talking about, I don't  know that I could

             24  tell you about fair value, but I c an tell you about

             25  a fair process, but then what do t hey describe?
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              1  They describe a marketplace proces s.

              2             So it is almost like th ey are ultimately

              3  saying:  But the marketplace proce ss is what gives

              4  you fair market rates.

              5             JUDGE STRICKLER:  Well,  that is because

              6  they are constrained because econo mists don't know

              7  anything else.  All they know is t o say fair market

              8  value because fairness is more of an ethical

              9  concern.  You don't want to ask yo ur economist about

             10  economics and fairness because you  are going into a

             11  blind alley.

             12             MR. SEMEL:  I think tha t's absolutely

             13  correct.  And I think that's how y ou interpret these

             14  and this gets to the next part, wh ich is the

             15  Services talk about this conflict between the policy

             16  objectives and market rates, but t hat's absolutely

             17  not what the precedent shows.

             18             On the contrary, every single policy

             19  factor rate-setting bodies find is  supported by

             20  marketplace rates.  So I think the  way to interpret

             21  fair return is fair market return,  and trying to get

             22  into an ethical or a religious or some other sense

             23  of fair outside of that is really not a reasonable

             24  reading of the statute.

             25             JUDGE STRICKLER:  I am just going to ask
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              1  you if you are going to address th is.  I don't want

              2  you to get into this, because this  would be even

              3  more tangential than anything else  we have discussed

              4  this afternoon, but in the ordinar y conception of

              5  fair market value that comes up mo st often in not

              6  necessarily in litigation or in th ese hearings, you

              7  have private goods with positive m arginal costs.

              8             And here by agreement, I believe it is

              9  unanimous, that the marginal cost of an additional

             10  stream is zero, assuming no cannib alization or

             11  substitution.

             12             MR. SEMEL:  The margina l production cost,

             13  right.

             14             JUDGE STRICKLER:  Fair enough, better way

             15  to say it.

             16             Does -- are you going t o be addressing in

             17  your arguments -- and you certainl y don't have to do

             18  it now -- how if at all zero margi nal production

             19  cost impacts how you determine fai r market value?

             20             MR. SEMEL:  I do have s ome notes on it,

             21  and I can talk about it.

             22             JUDGE STRICKLER:  I don 't want to mess up

             23  your presentation.

             24             MR. SEMEL:  No, no, thi s is much more

             25  appropriate for this than a slide show.
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              1             I think that, you know,  the marginal

              2  production cost issue, I think it is a bit 20th

              3  Century.  You know, this whole, th is whole world is

              4  marginal.  But this -- you know, m arginal

              5  opportunity costs are marginal cos ts.

              6             So the idea of just sor t of leaving them

              7  out but they are the more importan t cost here.

              8             JUDGE STRICKLER:  Well,  you leave them

              9  out and then for purposes of analy sis, and then by

             10  all means you have got to put them  back in.  But you

             11  start off with that.

             12             MR. SEMEL:  Yeah, I gue ss.  And I am not

             13  aware of why the fact that margina l production costs

             14  are zero should -- certainly not w hy it should weigh

             15  towards changing rates for market rates.

             16             I will say, right, and I am not telling

             17  you anything you don't know, margi nal costs for the

             18  licensor never exist, right?  The licensor is just

             19  licensing the product.  They have never had marginal

             20  costs.

             21             It is the supply, the d ownstream entity

             22  where the marginal cost difference  works, right?  If

             23  I am a songwriter, it has never co st me money to

             24  license my song.  I have fixed cos ts upfront.  If I

             25  am a publisher, I have fixed costs , but the
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              1  licensing itself, it is the produc tion.  It is the

              2  downstream costs that are sometime s positive and

              3  sometimes not positive.

              4             So what we're really ta lking about here

              5  is this is a situation that is gre at for the

              6  downstream entities.  They have ze ro production

              7  costs.  When they scale up, you he ard them talk

              8  earlier about, even Dr. Gans and D r. Watt talked

              9  about non-content costs under the Shapley and why

             10  they are going down.  Why are they  going down?  They

             11  have zero production costs.

             12             As they scale up, their  costs don't go up

             13  because they have zero marginal co st.  So the zero

             14  marginal cost, it comes in, but I don't see how it

             15  comes into vary things down from m arket rates.  It

             16  is just a fantastic situation for them.

             17             It is not different for  the Copyright

             18  Owners.  The Copyright Owners neve r have marginal

             19  costs.  They are not the producers .  They have fixed

             20  costs upfront.  They are then lice nsing to the

             21  downstream market.

             22             If you are doing CDs or  vinyl, you have

             23  to go out and press them and you h ave to do all of

             24  this.  That is Subpart A, another reason why Subpart

             25  A is not a great analogy, again, y ou have these
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              1  physical costs.

              2             But in this market, the y have got zero

              3  costs.  They just -- all they do i s set up a web

              4  site, throw the things on, and the y are streaming.

              5  And the bigger they get, their cos ts stay the same.

              6  I mean, their advertising costs go  up, things like

              7  that, they buy bigger offices and whatnot, but

              8  that's nothing compared to people who have to pay

              9  for every single unit.

             10             JUDGE BARNETT:  Well, b andwidth, let's be

             11  fair, bandwidth is not free.

             12             MR. SEMEL:  It is not, but Dr. Marx

             13  testified that it is virtually fre e.  I mean,

             14  bandwidth cost is not much, but as  she testified the

             15  marginal -- and I think you had go tten this -- the

             16  marginal production cost, which in cludes bandwidth,

             17  you are correct, it is not free, b ut it is

             18  effectively zero in everybody's un derstanding here.

             19             And my point is just th at I don't see how

             20  that works to bring rates down.  T hat's just a great

             21  situation for them.

             22             It is a reason why they  can pay more.

             23  But I don't see how it is a reason  why -- how they

             24  can use that to somehow pay less.

             25             JUDGE STRICKLER:  Well,  my point was
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              1  actually about the marginal produc tion cost of an

              2  additional stream being permitted by the licensors,

              3  licensed by a licensor to a licens ee.  There is no,

              4  leaving outside opportunity cost f or the moment and

              5  cannibalization, there is no extra  cost of doing it,

              6  to allow Spotify to stream a song to someone who

              7  listens on an ad-supported service , it doesn't cost

              8  a copyright owner or a publisher a nything on the

              9  margin?

             10             MR. SEMEL:  Right.  Wel l, absolutely

             11  correct, but I guess my point earl ier, is it never

             12  costs.  The licensor never has mar ginal cost.  Like

             13  it doesn't cost you more to licens e more CDs.  It

             14  doesn't cost more to license anyth ing.  Like you are

             15  just a licensor.  Your costs are f ixed upfront to

             16  create the music.

             17             JUDGE STRICKLER:  Unles s you have to

             18  manufacture something.

             19             MR. SEMEL:  Right, but that wouldn't be a

             20  license.  That would be, uquay, a manufacturer.

             21  But, uquay, the licensor, you neve r have a marginal

             22  cost.  Your fixed costs are to cre ate the good.

             23             And, I mean, this is, I  feel like, this

             24  is like information rules, right?  This is like Hal

             25  Varian.  And this is -- we don't l ive in that world
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              1  any more.  Marginal production cos ts are zero.  We

              2  move to a different model, but I d on't see how the

              3  --

              4             JUDGE STRICKLER:  Excus e me.  That's

              5  where I am going with it.  And tha t's what the

              6  economists seem to talk about, whi ch is that if you

              7  accept the fact, as you say, that it is ubiquitous

              8  that marginal cost, production cos t is zero, you are

              9  not in the traditional fair market  value, if I am

             10  selling a house to you and I'm try ing to figure out

             11  the value of the house, positive c ost to build or

             12  replacement cost type of situation , so we can sum up

             13  cost and there is marginal cost to  building a

             14  physical product, where there is s carcity involved

             15  and rivalry of resources, but here  it doesn't cost

             16  anything, so we're in what economi sts call and the

             17  economists here acknowledge was a second best world.

             18             And in a second best wo rld, you are

             19  trying to figure out the right way  to price.  And it

             20  is not at marginal cost because th at would be

             21  destructive to the Copyright Owner s because a price

             22  of zero destroys the industry.

             23             So we have got to build  up a price but

             24  some other way.  So the fair marke t value

             25  phraseology, which is great as far  as it goes, if
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              1  you apply what a fair market value  is to a private

              2  good with positive production cost s, to a market

              3  where you have zero marginal costs , talk about your

              4  apples and oranges, that is why th ere is the whole

              5  theory of the second best in intel lectual property

              6  and economics.

              7             MR. SEMEL:  Right.  Aga in, it is

              8  obviously absolutely correct.  I g uess the way I

              9  look at it in the context of this proceeding is when

             10  you are looking at it from the eco nomic approach,

             11  and you will correct me if I get t his wrong because

             12  you are the economist, you know, t his issue of the

             13  second best and the issue of prici ng with your

             14  demand curves and marginal cost is  sort of how you

             15  are determining value or how you a re determining

             16  pricing.

             17             But in this proceeding you are not, even

             18  if you were in an old model with f ixed costs, you

             19  are in a Subpart A model or whatev er, you are

             20  probably not getting the underlyin g economic data of

             21  cross elasticities of demand and t hings like that

             22  that you would need to determine t hat under the old

             23  school model or in this model.

             24             So I think for your pur poses, the

             25  analysis has never changed.  Marke tplace
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              1  benchmarking is how you do it beca use you are never,

              2  whether you are under the neoclass ical or the old

              3  model or new model, you are never getting that level

              4  of economic information to determi ne a demand curve.

              5             JUDGE STRICKLER:  It se ems to me, though,

              6  and that's something the Services would probably, I

              7  think, agree with.  They can't eng age in, you know,

              8  get elasticities on a sufficient l evel to engage in

              9  anything approximating perfect pri ce discrimination,

             10  so they have discount plans, they have ad-supported

             11  plans, they are trying to tease ou t different ones.

             12             It seems to me, maybe y ou want to address

             13  this now to the extent you haven't , that the

             14  position of the Copyright Owners i n that regard is,

             15  well, that's fine, but what does t hat have to do

             16  with us?

             17             We have a product, and we're providing it

             18  to you.  If you need to tease out willingness to pay

             19  in this good, go ahead and do it, but consistent

             20  with what Professor Watt said, the re is a lot of

             21  different ways you can do that wit h a different

             22  upstream price that you pay.  And it can be a

             23  positive price not tied to percent age-of-revenue, so

             24  why are you insisting that we adop t your business

             25  model?
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              1             Isn't that really the g ravamen of the

              2  response to the fact that it may b e marginal cost of

              3  zero but why -- why do we have to play your

              4  downstream game?  We're selling yo u an upstream

              5  product.

              6             MR. SEMEL:  I think tha t's certainly a

              7  legitimate -- I think it is certai nly a component of

              8  the copyrights argument.  I think there is other

              9  things, though, that go into -- th ere is other

             10  reasons why it is objectionable.  And that gets to

             11  the measurement issues and all of that.

             12             But I think as Dr. Ghos e testified as

             13  well, similar to that, is, yeah, y ou guys have a lot

             14  of ways to go out and figure out p rice

             15  discrimination if you want to do i t like the rest of

             16  the world does with per-unit prici ng for inputs.

             17             The idea that there has  been -- we have

             18  had music priced at per-unit charg es since 1909,

             19  right?  That is Subpart A.  There have been record

             20  clubs and there have been discount s.  Like we have

             21  never had a problem reaching the m arket and price

             22  discriminating.

             23             All of a sudden these e ntities come up,

             24  and they are like:  Oh, we can't d o this, unless you

             25  give us a fluctuating, flexible ro yalty charge.  And
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              1  it is just not -- and we have a se ction in our

              2  papers that gets at this, which is  that the

              3  hypothetical disincentivization ar guments, there is

              4  nothing -- they were questioned ab out that.  We kept

              5  asking:  What are you talking abou t?  Where does

              6  this show up?  No evidence for tha t.

              7             And I will note also, r emember, we're

              8  only one component of content cost , right?  These

              9  things that they are worried about  already exist and

             10  in much larger amounts than we're talking about

             11  currently in the market.  And it i s not causing any

             12  of these problems that they are ta lking about,

             13  right?

             14             There is the per-user p rong, these things

             15  exist already.  They are already p aying them.  So I

             16  don't understand how the structure  of this model is

             17  changed.  If they are disincentivi zed, they are

             18  already disincentivized because th ey are paying

             19  those fixed unit fees to someone e lse.

             20             JUDGE STRICKLER:  Per-u ser fees?

             21             MR. SEMEL:  Per-user fe e and per-playing

             22  fees.

             23             JUDGE STRICKLER:  Somet imes per-playing.

             24  Per user usually used as a floor o n a

             25  percentage-of-revenue?
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              1             MR. SEMEL:  Yes, the bi nding floor, but

              2  yes, that's right.  But per users as well.  And

              3  there is no indication that if the  sky fell down

              4  when either of those is used.

              5             So I just feel like the se efficiency and

              6  disincentivization arguments, and I think Dr. Watt

              7  summarized it very well, they are just low rate

              8  arguments.  And they hop from one to the other,

              9  whatever they can get them the low est effective rate

             10  they can get.

             11             JUDGE STRICKLER:  And I  know I said that

             12  is Dr. Watt's argument and I think  it was, but it is

             13  really a two-pronged argument.  I think Dr. Watt

             14  says they want lower rates and the y want -- and they

             15  would like the ability to price di scriminate as well

             16  as as much as they can.  But that you don't need

             17  percentage-of-revenue rates to acc omplish that.

             18             MR. SEMEL:  Right.  Rig ht.  I think in

             19  general, I guess.  I am not going to speculate would

             20  they like to price discriminate.  I guess they would

             21  in the sense that you can capture more of your

             22  demand curve.

             23             JUDGE STRICKLER:  I don 't think there is

             24  a dispute.  They do.  That is the point you made

             25  when you say look at the per unit rates.  They are
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              1  all over the chart.  They are all over the place on

              2  these per unit rates.

              3             MR. SEMEL:  Right.

              4             JUDGE STRICKLER:  I mea n, on a per unit.

              5  If you are not charging the same p er unit price, by

              6  definition you are price discrimin ating.

              7             MR. SEMEL:  Right, that 's fair, yes.

              8  Absolutely, yeah.

              9             JUDGE STRICKLER:  So I' m sorry.  Go

             10  ahead.

             11             MR. SEMEL:  No, no.

             12             So, anyway, this is rea lly getting at a

             13  point and Your Honors can look at this and maybe you

             14  already familiar with it, it is am azing how much

             15  precedent there is that every sing le factor works

             16  with marketplace rates.

             17             So when you hear the Se rvices say you

             18  don't have to use marketplace rate s, yeah, but why

             19  wouldn't you use marketplace rates ?

             20             I mean, that's where yo u are getting all

             21  of your good information.  That's what's helping

             22  Your Honors get to your decision.  So the first

             23  factor, the second factor, the thi rd factor -- and I

             24  am quoting again Your Honors to yo urself and the

             25  fourth factor -- they talk so much  about disruption
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              1  but as Your Honors note, benchmark s based on

              2  marketplace agreements by their na ture enable them

              3  to implement their business model.   You can talk

              4  whatever you want about what disru ption means, but

              5  if you can implement your business  model, I don't

              6  see how that can be called disrupt ion.

              7             And there was a note in , going back to

              8  the second factor under this SDARS  quote, so apt to

              9  this case, by the way, you know, t hey note that, you

             10  know these are enterprises that ar e in highly

             11  leveraged structures.  This idea t hat they should

             12  get profits in the current license  term, that's just

             13  not what these rates are about.  A nd they say

             14  affording Copyright Owners a fair income is not the

             15  same thing as guaranteeing them a profit in excess

             16  of the fair expectations of a high ly leveraged

             17  enterprise.

             18             So I can see I am going  on.  So I am

             19  going the try and get through very  quickly.

             20             Dr. Eisenach sound reco rding benchmark

             21  analysis.  And we have talked a lo t about this, but,

             22  again, the heart of this is the ma rketplace rates.

             23             And he is the person wh o does an

             24  empirical analysis of actual negot iated marketplace

             25  rates.  The Services all rely on p honorecords



Heritage Reporting Corporation
(202) 628-4888

                                                                  6328

              1  proceedings' outcomes, which don't  get you all of

              2  the value.  All of these things th at were talked

              3  about under the first, second, thi rd factor, those

              4  don't come from shadow settlements .

              5             And the TCC prong suppo rts this.  I just

              6  love this bit, because as I talked  earlier, the

              7  Services are so busy talking out o f both sides that

              8  they don't realize when they are c ontradicting

              9  themselves.

             10             So these are two exampl es.  The top one

             11  is from the joint where they are a ttacking

             12  Dr. Eisenach for his valuation rat io, and they

             13  quote, he boldly asserts that for my purposes, it is

             14  sufficient simply to assume that t he relative value

             15  of the two rights should be stable .  And then in the

             16  next one, they cite to him for tha t exact same

             17  sentence in approval, saying there  is no reason to

             18  believe that the relative contribu tions would vary.

             19             So, I mean, this is, wh en they are

             20  attacking him for doing the exact same thing that

             21  they are supporting under the TCC prong.  The

             22  difference is he is doing it corre ctly.  He is doing

             23  an economic benchmarking analysis with marketplace

             24  rates.

             25             They are claiming you c an get relative
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              1  values and then using this Subpart  A regulated

              2  situation.

              3             JUDGE STRICKLER:  Are t hese really

              4  inconsistent?  Because it looks li ke in paragraph

              5  260, they are saying that, you kno w, he is pointing

              6  out, he assumes -- and Dr. Eisenac h was quite clear

              7  about that, that he was eschewing theory to get to

              8  that point, but in paragraph 32, t hey are saying

              9  there is no reason to believe that  the relative

             10  contributions would vary.  And the y are saying

             11  that's right, there is no reason.  He has no theory.

             12  And they are saying there is no re ason.  Theory and

             13  reason --

             14             MR. SEMEL:  Sorry, I to ok it out of

             15  context.  When they say no reason,  I think it means

             16  there is no reason to believe.  If  I gave it to you

             17  in the bigger context, I guess you  can look at it.

             18  You will see this is where they ar e trying to

             19  support their Subpart A analysis a nd they are

             20  looking at Subpart A and B and try ing to say these

             21  would be the same.

             22             And then they cite to h im for the same

             23  thing that they attack him, the sa me sentence they

             24  attack him for above.  So this is just in the bottom

             25  one they are trying to support Sub part A and in the
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              1  top one they are trying to knock d own his analysis.

              2             They are both based on the same relative

              3  value assessment, but again the di fference is he

              4  does it in an economic way.  They look at a

              5  regulated industry, you know, like  the other example

              6  of benchmarking that I am aware of  at least is when

              7  you benchmark your computer for sp eed, and they

              8  always say you don't use your own computer to

              9  benchmark your computer for speed,  right?

             10             It doesn't work that wa y.  You have to

             11  use something else to benchmark th e thing you are

             12  trying to measure.  And that's the  whole reason

             13  benchmarking works.  And they are just trying to use

             14  the thing, they are using the regu lated rate to

             15  benchmark the regulated rate.  It doesn't work.

             16             So, anyway, now I am in  restricted from

             17  here on out, but hopefully it will  move quickly.

             18             JUDGE BARNETT:  Okay.  This will conclude

             19  the open portion of our closing ar guments.  And if

             20  you are not permitted to hear rest ricted material,

             21  you may be excused and thank you f or coming.

             22             (Whereupon, the trial p roceeded in

             23  confidential session.)

             24

             25
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              1               O P E N   S E S S I O  N

              2             JUDGE BARNETT:  I want to let your

              3  clients know that they have been e xceptionally well

              4  represented.  This has been a true  pleasure for all

              5  of us.  Now the fun begins.

              6             It is not going to be e asy because of the

              7  quality and content of the evidenc e and presentation

              8  of evidence and the complexity of the issues, as my

              9  colleague reminds me.

             10             We had an initial meeti ng yesterday which

             11  issues just kept tumbling out and tumbling out and

             12  tumbling out.  So we will -- we ar e tackling it.  We

             13  appreciate your professionalism, a ll of you.  You

             14  have worked very well together.  A nd I would expect

             15  no less of the caliber of firms an d attorneys of

             16  this caliber, but nonetheless, it is always pleasant

             17  to have actually happen.  And than k you very much.

             18             I will say at this poin t the record is

             19  now closed.  And if you need anyth ing further or

             20  anything comes up, you will hear f rom us.  So thank

             21  you all very much.

             22             (Whereupon, at 5:51 p.m ., the hearing

             23  concluded.)
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